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PREFACE 


At its incrptioii, tin’s hook may Ik* said to lia\(* had four main 
objt'cliMS. Fiist, it was to lu* a l)ook wliost* coiitc'ut would In* 
hK’u.s(‘d (ju tin* subjec t of business (‘vcle theorv. As is usually the* 
ase, this lollcm^ed the j)rf‘dil(*etioiis of tlu* author and the manner 
n whic h he is acenstoined to conduet his course in business cycles. 
VVith but one important c*\c*e])tion, the existing tevibooks on tin* 
s'ubject ha\e leaned too much in the din‘ction of business cycle* 
jistory and or busiinsss cycle public policy. Thus, in re.sponse to a 
»elf-felt n(*ed, and the e\prc\ssc*(l desires ol others who li*ach their 
courses with emphasis ojj cycle thc*ory, this book was begun and 
completed. 

The sc'cond aim was to write a bcjok which would be rigorous in 
•ts analysis of the main th(*oric*s and tools vi'hi(‘h ha\e bcn‘n ad^anced 
■() explain evclical phenomena, but which would not carry this rigor 
into such great dc'tail as to become o\c'rwhehning for the under¬ 
graduate upperclassman. This, of course, is cjuite a task. From 
the point of ^iew of the imdc‘rgradiiatc*, the objc'ctiN cs of rigor and 
ucidity are not always reconcilable. Hcncc* one is constantly lorn 
between the desire to attain thcorcHical elegance and the* necessity 
)f kec^ping the discussion at the le\el of the average undc*rgracluat<*. 
The end results do not always succeed in satisfying (‘vervone. But 
'■ is hoped that the int(*rmediate position taken throughout this 
'oluine will come siifficic^nlly close to being a happy compromise. 

The third objecti\e of this volimie was tlie creation of a common 
anguage and a common tool of analysis into which all the various 
hcories might be transposed, and which would provide a general 
ramework into which would fit w'hat brief attempts were made at 
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analysis of actual business cycles. Fortunately, such a tool existed. 
I’liis lool was the aggregative terminology that has grown up out of 
the analytical framework provided bv ]. M. Keynes. The* usage ol 
these tools has become sulficieiitK' wide.spnxid to indicate that thev 
are “])ure” tools, that is, tools wliieh ar(‘ (‘onijik'tely n(‘utral wilh 
respect to sidijeet matter nndcT discussion and examination. \s 
such, they were a ‘natural” for this third objective. Thus, for ex¬ 
ample, we have taken the Austrian overinvestment theories, and 
instead of describing them in the traditional Wicksellian terminology 
of natural (or ecpiilibrium) rales of interevst rrrsii\ market rates of 
interest, we have described them in the tenninologv dealing with in¬ 
vestment which is developed in one of the eurlv chapters of the 
book, viz., the marginal eflieienev ol capital and the rate of interest. 
The concept of the marginal elFieienev of capital is snflicientlv akin 
to the conc(*pt of the natural rate of iiiUTCst (if there is anv* (hHer- 
eiicc at all) to make it possible to reap all the advantages ol clariU 
without making any sacrifices in the original meaning of tl)e Aus¬ 
trian theories. Sucli an achievement strikes the prestMit writer as 
important. Too often has the average undcTgradnaU' Ix'coiuf* con 
fused by endless terminological dilficnlties. All too fre(jn<*ntl\' does 
the student gain the imiirtvssion that there is an endh'ss diversitv ol 
theories, when in actual fact, most tlu'orics can be fitted into tlu* 
broad categories of either overinve.stment or underconsumpti « 
A single terminology, then, has the distinct advantage of avoiding 
this difficulty. The benefits of this a])proac}i hav(* alr(*ady demon-, 
strated themselves amply in the classroom of the pn\sent writer. 

While the main emphasis of the present work is on business eycle 
theory, analysis of some actual busiiM*ss eveles has not been exchid<*d, 
nor has the discussion of public poliev’ [)('en omitted cntirelv. Even 
in their relativelv minor roles it was felt that both of these discussions 
should fit into the basic framework ol national income analysis de- 
velop(Hl in the first part of the book. All developments, both in the 
description of thT^ cvclcs from 1919 to 1949 and in the analysis of 
the role of monetary and fiscal policy with respect to stabilization 
measure's, hav e' been discns.sed basically within the framework of the 
fiindamriital determinants of national income, namely, the invest 
ment function and the consumption function. 
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IX 


It is assumed that the student using this book will be familiar 
with the subject matter of money and banking, especially bank 
credit and its rc'gnlation bv central banking authorities. Outside 
of some further riiclim<mtary economics which the student will have 
accjuiretl in his introductoiN’ courses, vc-iy little else is left to the 
ri*aclcr's imagination or past e\pcTi(»nce. Oecasionallv, wheji we 
hiwc found if n(‘cessar>' to discaiss soinc‘thing on a slightl^' higher- 
ihan-undergraduate' plaite, we ha\e ath'mpU'd to confine the dis¬ 
cussion to footnotes as much as possible. 

Jt is impossible lor tht* author ht'rc' to list by name all of those to 
whom he is inde bted. IIo\\'t‘\ei\ he wishes to express a sj)ecial note' 
e)( gratitude to Professor \V. llaldcT Fislu'r, of the Lhii\t*rsitv e)f Del- 
awau', who was goe)d enenigh to emgage the w'riter in many long and 
fruitful diseiissie)ns w'hile the present w'ork was in progiTss and wdio 
ga\e up mncli valu.ihle tinii' in ordei to ])r(nide c'ditorial assistance. 
I^jotesse)!' Fishe'r w'as kind (*nongh to rc'ad and coiimumt upon some 
of the e'urlie'r chapters of the book (although, in fairness to him, it 
she)iild be neite'd tliat his advic'e' was not always heeded). In addi¬ 
tion, lie lent in\alnable assistance in those portiems ol Cliapter J 
dealing w'ith certain statistic'al methods of studying hiisiiK'ss cyck'S. 

For permission to use C'opyrigJile'd mate'rials, the writer Is in- 
dehled to (George Allen and Unwin, Ltd., Jonathan (’ape, 1 td., and 
.\i ^ E. F. Dnrhin, Hareoiirl, Brace and Cannpany liie., Houghton 
Vli'tilin Cannpanv, Alfrc'd A. Knopf, Jnc., Longmans, (h-een & (^o., 
Iiic'., McGraw’-flill Ihuik Camipanv, Inc., The National Bureau of 
Economic Beseareh, the Editors of T/tr Review of Economics and 
Statisiics and Professors Paul A. SanuK'lson and Uoyd A. Metzler, 
George Roiitledge & Sons, Ltd., and the United Nations. 

Perhaps abo\e all, iniieh more than the n.snal debt of gratitude 
must be (wprc'ssc'd to my wife, Sylvia, to whom the book is dedicated. 
Far from sitting idly bv and permitting mo to write this book, .she 
worked with me during tho.se long tortuous evenings, lielping me 
with bits of rf'search, editing, typing, drawing all the graphs, and 
attending to all those nece.ssaiy but dull details that help to bring a 
book together. 


D. H. 
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PART I 


II>J TR OD VC TOR Y SEC TION 




CHAPTER 1 

STATISTICAL ASPECTS OF THE BUSINESS CYCLE 


ThcTc are st‘\t‘ral lypical sequences whieli Iia\'e hem’ll oIjscTx^ed 
in tli(‘ belia\ i(jr of \arions seric's ol \aliies, snel' as national income*, 
industrial oulpnls, and the like. These patterns of “time-series 
mo\einents" nia\ be observed and e\en measured by means of the 
proptT statistical technicpies. Among the most important ino\(*- 
ments are: (1) secular, or loiig-nin, trend; (2) Kondrati(*ff long 
waves; (3) building, or constiuction, cveles; (4) major business 
cycles, also called “busin(‘ss cycles proper"; (o) minor Imsiness 
cycles, also calk'd “int(*rrc*cc*.ssional \va\es"; and (6) seasonal varia¬ 
tions. The prc'sent cbajiter is cU'voted to a discussion of these diverse 
phenomena, with a view to enabling the* read(*r t(' gaiji some insight 
into their nature and their inbTic'lationships with each other. An 
appendix is attached to this chapter, which briefly acquaints the 
int(*rc\sted reader with stati.sti(*al and mathematical inc'thods ern- 
pkwed in the empirical stud) of business cycles [number (4) 
above]. 

THE NATI RE OF TIME-SERIES MOVEMENTS 

If w'e w'ere to draw a simple line graph of some varia})le (.say, 
a nation’s income) over a fairly long period of time, and if the ob¬ 
servations were plotted at intcTvals of one year, some part of this 
graph probablv would look like Figure 1. The data shown in this 
and following figures are hypothetical. In this figure all the abov'c* 
mentioned time-series movements, except seasonal variations, are 
represented. Suppose we examine them separately. 
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Secular Trend 

The long run tendency for any economic or social variable to 
rise, to remain relatively constant, or to decline is called the trend. 
The trend is the basic, underlying movement in any given series. 



Y«af» 

Figure 1. Hypotheluat Time Series Income 

{annual data) 

I’his movement is usually taken to be conlinnons, smooth, and 
irreversible (by which we mean that it does not assume a wave¬ 
like appearance). The simplest pattern of trend is linear, that is, in 
the form of a straight line, as may be seen in Figure 2. 

Since the basic forces which bring about the trend movements 
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are the dynamic factors of growth or decline, and since these forces 
are usually well hidden under the surface pattern of day-to-day 
developments, it is extremely difficult either to isolate or to evaluate 
the main trend influences. However, we do know that some of 



Fifrttre 2. Linear Trends 

them eitlK'r consist of or arc* strongly affc^cted hv population growth, 
the accumulation of capital, geographical discos cries, the de\eIop- 
ineiit ol nc'w markets and new sources of raw materials, technologi- 
l al progress, and the like.' 

Ill addition to the linear trends mentioned ahcjve, we may have 
trends which display simple curvilinear I onus like those in Figure 3. 



Figure 7. ('.un’iiinear Trends 



It will he noted that, in the abo\e examples, thcTe has been a pre¬ 
occupation with rising trends or wnth stable ones. But the reader 
is warned that declining trend.s, although less laniiliar to us (be¬ 
cause of the generally dynamic nature of modern Western civiliza¬ 
tion), are ultimately just as possible. In progressive economies, the 
aggregate trend will alw'ays be upward, but the same absolute 

^ It might be wise to gi\ e examples (it what we me.m b) tlu'se tr<*nd in- 
fliienee.s. The geiier.ilK rising trend whicli li.i.s chnraetenVecl tin* past two 
centuries ot Western Euiope, e.speciully in tenii.s ot national outputs and in¬ 
comes, in sliarp contrast to the constancy displayed liy similar indicators in 
China, has lieen ascribed to the cuiiiulati\e consequences ot the industrial 
revolution. Prior to the eigliteeiitb century, there was little growth in pro¬ 
duction, especially in per capita leim.s. This last was particularly apparent 
in the trend of agricultural output. Generally .sjieakiiig, there is evidence 
that agricultural yields per acre and per capita were amazingly stable from 
the dawn of written histor)' until well within the modem era—a period of 
more than 2,000 years. 
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amount of growth per year (or the same rate of growth per year) 
need not characterize the entire course of their development. In 
fact, it would be rather unusual to find a real situation in which 
the trend forces appeared to be completely regular over very long 
periods. As economies mature and approach the theoretical char¬ 
acteristics of the Stationary State, their aggregate trends tend to 
be more and more nearly asxnnptotic (that is, display a strong 
tendency to Icwel ofl). Furthermore, such a stationary trend might, 
at long last, be replaced by another dynamic (upward) one, or 
even bv one of decline.' \"ery similar situations will be found in 
the behavior of specific industries and of specific firms in any given 
industry. For example, all else remaining e(|ual, an increase in 
population would be accoin]5anied by an increase in the outjnit of 
the main form of transportation, say, buggies. But it we recognize 
the possibilities of technological progress, other behaviors may 
result. Thus, even though the population increases rapidly, the 
introduction and popularization of automobiles as a preierred sid)- 
stitutc might alter prolouiidly the “normal rate" ol growth of the 
buggy industry. In fact, historically the rate ol growth in buggy 
output was not merelv reduced in the United States, but actually 
became negati\e. Thus, one trend factor o\ercaine and more than 
offset the influence of another. In this case, the downward trend 
which came to characterize the buggy industry was (from the 
point of view of the whole society) a very desirable indication of 
technological progress, and not a symptom of decadence. 

In sharp contrast with the above example, a long-run (and 
gradual) decline in the total output and consumption of a society 
would be taken, ccterift paribus, as an indication of economic de¬ 
cadence and retrogression. But if the numbers of the population 
were also falling (at a faster proportionate rate), such a conclusion 


®The reader might interpose at this time—and with some riglit—the fact 
that a trend which is first rising, tlien level, and finally declining, looks su.spi- 
ciously like a wave motion to him. Superficially, this is true, but there is a 
further fact that should be taken into consideration. By definition, a wavelike 
motion is one which may he expected to repeat itself with reasonable regularity 
as to period and amplitude. Tnis repetitiveness is not di.splayed by the move¬ 
ments herein spoken of as trends. In any trend sefftt vdiich does rise, level 
off, and decline, this pattern appears to occur only This has been espe¬ 

cially apparent in the life cycle of a given business or indu.stry. 
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would be unwarranted. For this reason, the per capita rather than 
the total trends in produclion and consumption might be taken 
as the more valid indicators of economic growth or decline, espe¬ 
cially if consideration is bt'iiig given to economic welfare. 

The statistical determination of trend requires that the investiga¬ 
tor decide (oiten with complete subjectivity) the purpose for which 
the trend will be used and the shape ol the trend line. Essentially, 
there are two broad categories into which the object of trend-isola¬ 
tion Ina^ fall. Either the trend itsell is the main thing desired 
(usually lor ]^urposes related to the loreeasting of future behavior 
or relationships), or the trend is needed as an expression of the 
underlying (normal) tendency ol a particular series of data during 
a givi'ii period of time. If the purpose to be served by the trend- 
i.sdlation falls within tiu* first class, it is essential that the trend line, 
itself, be coniplct(‘l\ logical. For instance, if the trend is one of 
population growth or decline, an extension of tlie trend line at 
either end should not result in negati\e values nor in \ allies which 
bei'oine nifinitelv large. Logically, S-shaped curves with finite 
up])ei and Umei hniits (such as the Ciompertz curve' or the Pearl- 
Heed Logistic cnr\e) would bear a much more rational relationship 
with our inductive concepts of population lu'havior than would 
<'ithcr a .straight line or a paraboloid. If, on the other hand, we 
were intcrc\sted in determining the average annual rate ol tt‘ch- 
nological progress, our concept of trend would probably be linear. 
The straight line fits well with the usually posited 3 per cent an¬ 
nual rate of technological progress. 

If the ])iir]K).se to be served by our trend line falls into the 
second broad category, that is, if the trend line is to serve merely as 
a starting point for the measurement of deviations from normal, 
then the precise shape of the trend is of much less significance. 
It is probably sufficient that the trend lines should he drawn so 
that the portions of cycles that lie above it more or less balance 
those that lie beneath it. It is in this second sense that we are 
particularly interested in trend in connection with the analysis of 
business-cycle movements.*^ The analyst of business cycles is pri- 

^ We should add, at this point, that the trend, in this particular connection, 
is not always the seculai trend, which is being discussed here, but rather is 
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marily concerned with thc^ determination of trend in order that he 
may remove its influences, in part or in fofo, from the series in 
which he desires to isolate cycle movements. 



Aside from all the above-mentioned considerations, a further 
reason for the sij^nificaiicc of secular trend to business-cycle analysis 
lies in its possible influence upon the amplitude and duration of 
the major cycle. If the trend is a rising one, cycle upswings may be 

statisiicaJ trend. This latter term indicates trend which is not pure, but is 
mixed with trther time-series movements which cannot be isolatea because of 
the shortness of the time period under study. This will become clearer at a 
later point in the present chapter. 
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stronger and more enduring, while downswings will be weaker and 
sliorter in duration. If the trend is a falling one, the relationship 
may be reversed.^ 

Figure 4 shows the secular trend of the hypothetical series of 
Figure 1. For the sake of simplicity, it appears in the form of a 
straight line rising at the rate of one national income unit per year. 

Kondratieff Long Waves ■' 

The Koiidratieff long wave is a slow wavelike fluctuation which 
is com])leted (that is, goes through a complete movement from 
trough to trough, or from peak to peak) in a period of 40 to 70 
years. There is still considerable controversy about the existence 
ol this movement as a separate type, and it may never be completely 
c]*\ired up, because of the lack of statistical scries of sufficient 
length to embrace several of these long waves. NevcTtheless, since 
there seems to be no reason to doubt the presence of some sort 
ol slow waves like the Kondratieffs. and since most students of 
economics at least tentatively accept them, we will discuss them 
here. The Kondrati(’ff is always a movement around the trend, as 
shown in Figure 5/;. In Figure 5fl, we show it without the trend, 
or as it would aj)pear in case the trcMid were pcriecllv horizontal. 

The characteristics of the long waves are, in a sense, unique. 
Their upswings are always indicated by rising tentlencies in interevst 
rates and prices. The opposite is true of the declining phases; they 
are made evid'ejit bv falling interest rates and prices. The Koudra- 
tiefl's do not seem to produce absolute declines in output during 
the long depressions, for the levels of per capita output and real 

^ GeiKTally speaking, the iiifluenee of tlie trend on the movements w'ithin 
llie cycle w'ill depend on the directions and rcl.itive .slopes of the* trend and 
cycle components of the .series. Also, the reader slumlcl note the u.se of the 
vvord "may" in this paragraph. As will he shown, other movements over time 
may be tlunight t)I as being inlerpo.sed betwec*n the trend and the ev'ele in 
any given .series. These other inoveiiients, rather than the trend, may be more 
influential in detcimiiiiTig the various iiitracyclical relationships mentioned 
above. 

^ Named for the di.scoverer, Nikolai D. Kondratieff, the Russian econome¬ 
trician, who first published his liypothesis in 1926. Since tliat lime, iiuinerous 
other investigators have arrived independently at much the same conclu.sions 
as regards the existence of these long waves. Cf. Kondratieff, “The Long 
Waves in Ec'onomic Life," T/tc Review of Economic Statistics, XV^II (Novem¬ 
ber, 1935), pp. 105-115. 
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income continue their upward movements. However, the down¬ 
swings of the long waves do reveal a marked relative degree of 
continuous unemployment, so that the expansions of the major 
business cycle consistently fail to reach full employment before 
their termination. The apparent contradiction between the pres¬ 
ence of unemployineiit and the continued rise of per capita output 
during Kondratieft contractions will be resolved when wc under¬ 
stand the probable causes of the long waves, themselves. Finally, 
it ha.s been noticed that the periods enibracuig the Kondratieff turn¬ 
ing points are usually characterized by heightened soc'ial unrest, 
major wars, or revolutions. 

It is very difficult to suggest the true causes of the Kondratieffs, 
because we have so few upon wliich to base our analyses. It is 
generally agreed that statistical series now known allow the isola¬ 
tion and measurement of not more than three of these long waves. 
Some sliidents explain them in terms ot technological change, 
some in terms of wars and colonial expansions, and others in terms 
of the flow of gold into the economies of the world." Probably the 
mo.st convincing explanation is that offered by Professor Schum¬ 
peter, among others. According to Schumpeter, the three known 
long waves have coincided cpiite closely with the three tremendous 
surges of technological progress which ha^'e characterized the last 
century or more. The first ol these emanated from the Industrial 
Revolution, the nature and significance of which need not be 
elaborated. The second originated in the great rate of railroad 
building wliich marked the period from about 1840 to around 
1875. Not only did new industries develop (and old ones ex¬ 
pand) ill order to supply the needs of the railroads, but the rail¬ 
roads provided the nuclei around which new communities formed, 
and further expansion of old and new industries was needed to 
supply them, in turn. Finally, around the turn of the centiu'v, the 
third wave originated in the development and expansion of the 
electrical and automotive industries, which are contemporary 
enough in their importance to require no further elaboration. 

*‘The reader is referred to Alvin Hansen, Fiscal Policy and Business 
Cycles (New York, W. W. Norton & Company, 1941), pp. 27-41, for one 
of the best brief sur\'eys of the various explanations which have been offered. 
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These great eras of invention and innovation do not follow on 
each other’s heels, bnt rather appear as separated surges. When 
they do occur, they give rise to the tremendous spurts of capital 
formation (iinestineiit activity) which characterize the Koiidratiefl 
long-period upswings. Alter the passage of a sufficient period of 
time (about 25 years, on the average) the initial impetus seems 
to wear off. Thus begins a long-period downswing, characterized 
by a continuation of technological progress and further investment, 
but at a significantly lower level. This basic long-period slump 
ill capital formation continues until the appearance of some new 
innovation of extraordinary economic impact. Herein lies the ex¬ 
planation of the apparent paradox of the Kondratieff, mentioned 
aliove: Technological progress never comes to a hill stop during 
the Kondratieff downswing; therefore, per capita output and real 
income would be expected to continue to rise. Howevf'r, since in¬ 
vestment activity proceeds at a much lower rate, when compared 
with the upswing, there is a fundamental tendeniy toward under¬ 
employment of both labor and other resources, throughout this 
phase. For this reason, primarily, tlie long-wav^e decline may b(‘ 
truly termed a long period of “hard times.” 

As has already been implied, the influence of the Kondratieff 
upon the business cycle is even more pronounced than is that of 
the secular trend. During the rising phase of the Kondratieff, booms 
are strong and prolonged, and depressions are .short and mild. 
During the falling phase, recoveries are short and weak, while 
depressions are long and severe. 

In most actual statistical inv'esligations, the period of time 
covered by the data is so short that it is impossible to separate 
the secular trend from the Kondratieff. For this reason, the term 
statistical trend (or, at times, secondary trend), embracing both 
secular trend and Kondratieff, is used to denote any underlying 
tendency (to rise, to fall, or to remain constant) which seems to 
characterize the period under study. 

Building Cycles 

Building cycles constitute the longest wavelike movement which 
definitely has been isolated in the study of economic time series. 
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These cycles affect both residential and uonresidential construc- 
tioi) and last, on the average, about 18 to 20 years. Altliough the 
cycles in the building of various types of structures tend to agree 
closely with each other in timing, periodicity, and amplitude, there 
is a considerable range of diflereiice in the durations ol \arious 
cycles which have been recorded. The .shortest building cycle on 
record lasted about 14 to 16 years, while the longest lasted about 
21 years. 

Tt is not difficult to account for the great lejigth of these fluctua¬ 
tions in the intensity of construction activity, nor are the causes 
hard to discover. In a dynamic society, such as lias characterized 
the past development of the* United States, durabiliU of existing 
.structures, the nature ol population changes (and their eflects on 
housing demands), the internal nature of the building industry and 
the methods whereby the supply of construction I actors is regu¬ 
lated, and the .speculati\c character of the Ani(*rican real estate 
market, all combine to reduce the .stability of construction activity 
in a very special way. 

About 20 vears has been found to be the average life span of 
most residential and industrial structures. E\'en though many build¬ 
ings endure for far longer periods of time, most do not, and few 
can remain in service lor an appreciably longer period without 
extensive repair and renovation. Much of this need lor renovation, 
especially, derives from the rate ol change in consumer concepts 
of what constitutes a homr (rather than from the inherent inability 
of the structure to continue providing housing services). Similarly, 
periodic inodeniizations of business structures, particularly those 
into which the public customarily enters, must be made in order 
to “keep up with competition,” even though the basic structure 
may still be sound. Finally, the many buildings which do wear 
out within a period of about 20 years, more or less, must be re¬ 
placed. Thus, if there is or was any tendency for the creation of 
new structures to be lumpy (not smoothly spread out) over time, 
we would expect to find a wave of increased building activity, for 
the purpose cither of replacing or of renewing buildings, every 
20 years or thereabouts. Moreover, if for any reason overinvest¬ 
ment in buildings occurs, this same durability factor acts to en- 
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force relatively Jong periods of idleness in the construction indus¬ 
try—for disinvestment is practically impossible.' 

The role of durability in causing the building cycle, while 
important, is almost completely negathe. It makes the long cycle 
possible, but it does not actually determine the length of anv spe¬ 
cific cycle. The active factors (those which exert positive influence 
on the length of building cycles) may well be thought of as falling 
within a single broad category and may be called “lag" factors. 

It would be best to consider all the lag factors simultaneously, 
because their causal influence is circular. However, since this is 
impossible, we will take up the longest-run factor (that of popula¬ 
tion growtli) first, making a very few simple assumptions concern¬ 
ing the others. In a countrv which is, as the United States has been 
up to now (and probably will c*ontiniie to be until about 1980), 
characterized by steady population increase, a v(*ry important lag 
factor emerges unless the rate of residential construction is steady 
and keeps pace with that of the growth of population numbers. We 
can safely assume that this steadiness of residential construction has 
never existed. Let us further assume that, for the moment, the de¬ 
mand for housing is oversupplied. Prices will fall in the real tvstate 
market, and the rate of home construction will fall off to a very 
low level. Although there will probably be a slow absorption of the 
excess housing from year to year, it will not be until the children 
of the householders and tenants (whose demand was oversupplied, 
in the first place) have grown up and started their own families that 
the demand for housing will rise sufficiently above the supply in 
existence to stimulate another boom period in home construction. 
This will take about 20 years, on the average. Again, the demand 
for housing will tend to be oversupplied, and the cycle will tend to 
repeat itself with a high degree of regularity. 

If this factor of population increase were the only lag factor 
concerned, however, the violence of the building cycle would be 
much less than it actually is. The cyclical movement which was 
indicated in the previous paragraph is made far greater by the 

^ Durability is also respon.siblc to a very large degree for the amplitude 
(as well as the length) of the building cycle. This effect of durabiliW makes 
itself felt via the so-called “acceleration principle," which will be discussed 
later in this book. 
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interna] stnictiire and characteristics of the construction industry, 
itself, and these internal lag factors affect non residential as well as 
residential construction. Tlie building industry, especially in the 
United Slates, has tended to become a very speculative one, char¬ 
acterized by very lax methods of financing new construction. Con¬ 
tractors generally have little diflBculty in gaining extensions of 
credit from the traditional lending agencies (banks, insurance com¬ 
panies, etc.) as well as from the firms which supply the construction 
industries with materials and supplies. These latter sell on very 
easy terms in an effort to stimulate business. As a result, large 
numbers ol building contractors are enabled to operate with a 
minimum of equity capital, almost literally “on a shoestring.'’ Thus, 
whenever the prospects for profits appear favorable, the construc¬ 
tion industries are subjected to an abnormally Jarge influx of new 
and relatively inexperienced entrepreneurs. It is this large group 
of “in and out” contractors which is, to an important degree, 
eventually responsible for the tremendous oversupply of new build¬ 
ings. Since these periods of excessive investment by the build¬ 
ing ti-ades and their consequential severe depressions of building 
activity tend to repeat themselves within the memory of many 
men in the industry, it becomes necessary for housing demand to 
remain high for some time before they trust the market and expand 
building activity. This initial timidity of the trade tends to ac¬ 
centuate the lag of supply, but more important it tends to increase 
the danger of exentual oversupplv, once these fears of depression 
are overcome. 

In addition to entrepreneurial timidity, the long depressions 
of the construction industry tend to create relative shortages of both 
skilled labor and capable contractors. During the depressed phases 
of the building cycle, younger workers, especially those newly 
entered into the labor market tend to seek employment elsewhere. 
This means that, as the older workers die off, retire, or move out of 
the building trades, replacements are not forthcoming. Thus, when 
the demand for new construction rises, it must be met by a greatly 
reduced labor force. Considerable time must elapse before new 
workers can be trained; and this is in addition to the period of high 
demand necessary to overcome the fears of the contractors (em- 
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ployers of the skilled labor) themselves. After this labor force is 
built up, further time will be required to bring about the necessary 
expansions in the various industries which supply building mate¬ 
rials, many members of which were liquidated during the long 
building depression. The time required to accomplish all this is 
extended because of competition (for labor and other factors of 
production) by industries outside the field of construction, especiallv 
if the rising phase of the building cycle coincides with boom 
conditions elsewhere in the economy. While all these delavs art* 
taking place, the relentless pressure of population growth further 
increases the demand for housing and, through it, the inflation of 
real estate values, the prospective profits of the building industry, 
the influx of speculative builders, and the eventual oversaturation ol 
the market. 

These reciprocal relations are most important. The very same* 
technological factors which tend to bring about or to accentuate 
the lag of supply behind the needs for new construction contribute 
to the inflation of rents and prices during the period of unsatisfied 
demand. This in turn contributes to the speculative overinv^cst- 
ment which se(»ms to be the precursor of every slump in the level 
of building activity. Moreover, the rather lengthy time period 
involved in the actual process of building construction makes it in¬ 
evitable that many projects are still uncompleted when the first 
signs of oversupply (and depression) appear. Since the abandon¬ 
ment of incomplete projects would probably entail higher losses 
than their completion, even with a falling market, there is a tend¬ 
ency for the supply of finished buildings to continue to rise after 
the building depression has set in. Thus the crisis in the construc¬ 
tion industry is usually accentuated by the continued appearance on 
the market of newly completed structures (even though at a re¬ 
duced rate) until well into the downswing of the construction cycle. 
The losses which are taken on these particular buildings are usually 
of sufficient size and severity to wipe out many of the profits of the 
previous boom and to instill a great degree of fear in the construc¬ 
tion industry. And, as we have already seen, this fear on the 
part of the contractors is one of the most important factors caus¬ 
ing the ultimate appearance of another boom. 
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The building cycle, in its pure form, is shown in Figure 6a. 
In 6b it is shown superimposed on the resultant curve of the 
secular trend and the Koiidratieff. The student is especially in- 
^’ited to notice how it introduces irregularities into what would 
otherwise be a smooth oscillation. (The solid line of Figure 3b 
is shown as the broken line in 6h.) 
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Figure 6. Building Cycles 
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4. All the cycles combined in deriving the line of Figure 1 were con¬ 
structed with periods wliich were integral multiples of one year, 
whereas, in any real situation, the periods would be subject to frac¬ 
tional variation around some mean value. 

When we consider carefully the full implications of all these 
differences between our model and the realities of time series, we 
may wonder about the validity of assuming cyclical patterns in 
tlie first place. This is a justifiable position. There is no priina facie 
evidence of the existence of cyclical movements (in the pure form) 
in the world of economic reality, nor is there any final authority for 
our assumptions, whate\'er they may be, concerning the duration 
or the amplitude or any such movements, if any exist. In other 
words, the very concept of periodic variations is an abstraction, or 
generalization, w’hich the mind of man has made from empirical ob- 
serxatioiis. If these abstractions cannot aid us in explaining our 
observations, or at least in organizing the knowledge gained there¬ 
from, then they are without validity. But they do furnish this aid, 
and we therefore use them. 

Still, there is a considerable amount of leeway which is open to 
controversy concerning the natures and lengths of the various 
cvclical movements, themselves. There is in fact no means whereby 
we can categorize our obscTvations concerning particular real 
fluctuations except by the use of arbitrary distinctions. And no¬ 
where is this arbitrariness more apparent than in the literature on 
business cycles, especially in the distinctions between major and 
minor cycles. Some authorities, especially the National Bureau of 
Economic Research, tend to take an extreme position. The business 
cycle (according to the NBER) is a fluctuation in the level of 
business activity which requires more than one year to complete 
(and is not, therefore, a seasonal variation) but is not as long as the 
construction cycle.*' Using this definition as the basis of their re- 

“ “Business cycles are a type of fluctuation found in the aggregate ec'oiioniic 
activity of nations that organize tlieir work mainly in business enterprises: a 
cycle consists of expansions occurring at about the same time in many economic 
activities, followed by similar general recessions, contractions, and ^e^ivals 
which merge into tlie expansion pha.se of the next cycle; this sequence of 
changes is recurrent but not periodic; in duration business cycles vary fnun 
more tliaii one year to ten or twelve years; they are not divisible into shorter 
cycles ol siinilai cliaracler with amplitudes approximating their own.” A. F. 
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search, the in\'estigators of the NBER have found cycles with dura¬ 
tions of every possible length. Professor Haberler, in rrospcriiij 
and Depression'^ mentions a 3-12 year range, but gi\es no explana¬ 
tion. In the present treatment, the range of duration has been 
stated to be 6-13 years for major cycles and 1^!“^ years for minor 
cycles, both being under.stood to be merely approximate statements. 
This position could perhaps be termed an opposite extreme to that 
of the NBER. 

It is not difficult, however, to justify the position taken herein. 
In the first place, these definitions are not unique with the ])resent 
text. Thev have been used before.^^ In the second ]^lace, there 
are differences in the significance to the economy of the longer and 
shorter cvcles; If nothing else, the fact that one group of cycl(*s 
averages over twice as long as the other is bound to make its 
influence on the lives of people much greater in degren^ actually, 
howe^'er, the longer cvcles tend to have a greater amplitude of 
fluctuation than the shorter ones; further, taking the length and 
amplitude of fluctuation together gives us a crude but effecti\e 
measure of the profundity of the maladjustment (or maladjust¬ 
ments) which brought about the fluctuation in the first place; and 
finally, whenever the short cycle appears to be merely an inter¬ 
ruption in the rise or fall of a longer cycle (and most do), it be¬ 
comes obvious that the forces creating the latter are more deep- 
seated and more powerful than those creating the former, even 
though both may result from the same kinds of caust^ operating 
through the same economic mechanisms. Thus, we can cojiclude 
that there is considerable possibility that our theoretical needs can 
be better served by using the categories major and minor, as herein 
defined, in our examination of bu.siness cycles. It is generally felt, 
by those who utilize these concepts, that the minor cycles are 
cycles which result primarily from the efforts of businessmen to 
adjust the sizes of their inventories to short-term changes in pro¬ 
spective levels of sales; the major cycles, on the other hand, are 
generally held to result from adjustments of fixed capital outlay, 

Bums and W. C. Mitchell, Measuring Business Cycles (New York, National 
Bureau of Economic Research, 1946), p. 3. 

“ (Lake Success and New York, United Nations, 1946), p. 271. 

“See especially Hansen, op. cit., pp. 16-19. 
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such as plant, equipment, and the like, to situations which are 
expected to endure for much longer periods. 

The reader should not think, however, that the position taken 
in the' above paragraph either ends controversy or removes the 
statistical difficulty of separating the long and short cycles. In the 
mind ol the" author the matter is still open to controversy, so that 
these definitions must be used as intended. They end no argiimcMits, 
nor do the\ discredit those persons adhering to diflerent concepts; 
they do not deny the possibility that many major and minor cycles 
share much ol their causation; but they are thought to add preci¬ 
sion to the theoretical consideration of the more significant fluctua¬ 
tions in the national income. 

Seasonal Vaiialion 

If, instead of using annual data, we were to use monthly, (juar- 
t('rlv, or weekh data, we would find a further complicating factor 
introduced b\ the regular recurrence of seasonal fluctuations. 
Ever) vear, for example, employment in and sales of retail estab¬ 
lishments rise before Easter and again before Christmas, but more 
at the latter time. The Header probably can supply many other 
evainples of seasonal fluctuations from his own experience. Sea¬ 
sonal patterns recur with great regularity year after year, because 
thev' are eiilreuched in custom and in our reactions to the annual 
weather c) cle. When we take oiir hypothetical seric's of annual data 
and superimpose upon it monthly data expressed at the annual rate 
(that is, multiplied by 12 to make it comparable with the annual 
total) in which the seasonal pattern is present, we get the result 
shown in Figure 9. The reader should note that the scales of this 
chart difler from those common to the previous six. 

The type ol series shown in Figure 9h is very important to the 
student of business cycles, since monthly or quarterly data are 
u.sually employed. This use of monthly rather than annual series 
derives from the fact that the previously mentioned mo\ements 
are not necessarily completed in a period of whole years, but may 
come to an end at some time during a year. Obviously, the shorter 
the unit time period used, the more precise arc the observations. 
The student should understand however, in this connection, that 
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only spurious accuracy usually is gained by the use of weekly or 
daily data, for reasons which will become clear later on. 

Erratic Movements 

Even when all the abo\'e mentioned time sequences ha\e been 
accounted for, there often occ*iir additional fluctuations which must 




Hypothetical Time Series Showing Seasonal Variation 
(monthly data at annual rate) 



STATISTICAL ASPECTS OF THE BUSINESS CYCLE 25 
b(* explained in other ways. Wars, inventions, natural catastrophes, 
new geographical discoveries, etc., may (and do) introduce sudden 
jumps and drops into movements which would otherwise behave 
more like Figures 7 or 8. These unexpected and unpredictable 
variations occur without pattern, either as to direction or timing. 
Bui th('ir iiiHuence, as a moment's consideration will make clear, 
is iisualh profound. It is impossible to act as il a given war had 
not occurreil and to treat the postwar period merely as the continu.i- 
tion ol prewar patterns of behavior. Wars do occur and, in addi¬ 
tion to causing a sudden rise or slump in given series ol data, they 
probably change beyond recognition (and possibly tor all time) 
all the various factors which influence the series. Because of this 
influence which thev mav exert, erratic factors often ])ro\e ol para¬ 
mount im[)(u tauce, and usuallv embarrassment, to students of time 
series. There is no pat nu'thod of coping with or correcting for 
them. 
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STATISTICAL METHODS APPLIED 

TO BUSINESS CYCLE ANALYSIS 


The problem faced by any person attempting to make an em- 
.pirical study of business cycles is to applv a method oi analvsis 
to the raw data which will isolate the business cvele from all other 
time-series movements without eliminating any of the cvcle itseli. 
This is more difficult to accomplish than the mere statement im¬ 
plies. In the first place, many of the characteristics whii‘h make a 
given cycle worthy of study may ha\e resulted Iroin trend in¬ 
fluences, the phase of the Koudratiefl at which Xhv cycle occurs, 
the relationship between the cycle and the building cycle, or scunc' 
similar relationship. H th(\se other incnements are eliininalc'd, some 
part of the cycle, itself, goes with thc‘ni. Similarly, and in the sc'c- 
ond place, any smoothing of the series which will be inherent in 
abstracting the cycle will do away with some ol the characteristic’ 
movement which is actually part of the cycle. Finally, if our 
determination ol trend, Koudratiefl, cycle, etc., is objecti>el\ 
mathematical (and, olniously, it would ha\e to be, since subjcx•ti^c‘ 
determination would not be completely ^alid from the \iewpoiiit 
of scientific method), natural irregularities which may be part 
of our data are slurred over and lost through the \ery precision 
which makes our method scientific. 

If the reader will keep in mind the above reser\'ations, he will 
have a background against which to judge which method will be 
useful. There are five main methods of business-cycle study which, 
while subject to these reservations, arc not invalidated by them. 
They are; the orthodox, or residual, mc'thod; the method of direct 
26 
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iiieusiirement; the application of harmonic analysis; the application 
of orthogonal polynomials; and the more recently developed econo¬ 
metric method of analysis. Brief summaries of the methodological 
positions of these five categories, without the precise step-by-step 
procedures, are set forth below. 


1 HE ORTHODOV OR RESIDUAL APPROACH 

The orthodox approach to the statistical examination of business 
cycles \iews the cycle as one of several types ol movements which 
simultaneoiish influence the raw data. As they are usually taken, 
these influences are: trend (T), which includes secular trend, Kon- 
dratiefl, and often the building cycle (this last especially if the 
time period under study is fairly short); the busiiu^ss cycle (C); 
the pattern of seasonal variation (S); and irregular or erratic in¬ 
fluences (I). It will be noted that the business-cycle influence is 
not broken into major and minor cyclical forces, but that these are 
lumped together. According to this approach, the observed values 
may be thought of as being the simultaneous product of the lour sets 
of influence, that is: 

raw senes — T ^Sxl 


The process of isolating the cycle itself then resolves simply into 
the process of isolating trend and seasonal, expressing each of them 
as a relative-to-iiormal (percentage) value, and eliminating them 
from the series bv division; 


C 


X I = 


T X C X S X I 

Vs ' 


Tlie student should notice that the erratic influences cannot be 
expressed in anv formal terms, by definition, and therefore cannot 
lie eliminated objectively from the series. About the only thing 
which can be done with them is for the investigator to try to keep 
them in mind and to allow for them in examining the trendless and 
deseasonali/ed series for cycles. 

In any actual investigation, there are several choices as to the 
method of expressing and eliminating the trend and the seasonal 
pattern. The student is referred to any standard text on time-series 



28 


APPENDIX TO CHAPTER 1 


analysis for the precise methods which may be considered.^" Since 
this is not a book of statistics, any detailed discussion of the methods 
would be out of place. However, in order that the student will be 
able to form some id«‘a of llie nature of the procedure, it might be 
well to go further into the matter. 

Trend is usually inj'asiired by fitting a line (eur\ iliiiear or 
linear) to the raw data by means of the method of least squares. 
This re.sults in the derivation of a mathematical formula from which 
we can obtain a value (ordinarily expressed in the same units as 
the raw series) for the pure trend corre.sponding to each obserNcd 
value of the data. This trend \alue shows what the series would 
be, year-by-ycar or month-by-month, if all other iiiHuences wi*re 
absent. Naturally, since all other infiiu‘nces are not absent from 
the raw data, these latter values lie somt*times abo\(‘ and some¬ 
times below the trend \ alues. If the trend values an* now tak(‘n to 
equal KK) per cent (that is, if each observed \alue is expr(\ssed as 
the percentage of its corresponding trend \aluc), the series is con- 
^erted from its original units into the so-called trend-relatives. 
Symbolically this would be: 

C X S X I = (T X C X S X I)/T 

Another method of trend elimination, and one which does no* 
change the form of the data, consists in assuming that the tr^nd 
adds a growing plus or minus amount (in original units) to what 
the scries would otherwi.se be (that is, the trend-lree data). 11 
these xalues are then subtracted from the observed values, the 
trend-free data will be* expressed in the original units. 

It is immaterial whether seasonal influences are removed from 
any given series of data before or after the trend is attacked. Quite 
often the data are deseasonalized by a method wfcrtch a\'t)ids the 
necessity of first eliminating trend, or by a method which makes 
automatic allowance for the effects of trend on the seasonal pattern. 
In such a case, the order in which trend and seasonal influences are 
eliminated is left up to the convenience of the investigator. 

One of the most common methods of deseasonalizing a raw 

See, for example, F. E. Croxton and D. J. Cowden, Applied Qetwral 
Statiiiics (Now York, Prentioe-llall, Inc., 1939), Chap.s. XIV-XIX. 
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series is by the use of the 12-moiith moving average. In brief, this 
method consists in averaging successive 12-month sequences (for 
example: first, the Jan nary-December average is obtained; then the 
February-January average; then the March-Febrnary average; and 
so on). Each average contains every month in the year, and only 
contains each month once. In this way, seasonal inffiiences offset 
each other, so that the resulting average monthly value is completely 
dcseasonaliz<‘d. Since, by convention, the average month is centered 
in the year, it will consist of the last half of the sixth montfi in the 
s('ries taken with the first half of the se\enth month. Ordinarilv, a 
further manipulation is necessary to center the value in a calendar 
month, so that interpretation can take place in terms of our normal 
concepts of tim(’ inhTvals. There is no need, however, to go into 
this. 

\Vhene\er it is desirable that the seasonal pattern of \ariation 
be studied, rather than simply eliminated, it is necessary to express 
th(' seasonal influences which apply to each month (or week, or 
(fuarter) of the year in the fonn of an index number, or relati\e, 
with the average month of the ty]iical jear taken as 100 per cent. 
Th('re are manv different m(*thods of doing this. Some ha\’e the 
advantage of simplicity and ease of computation, while others are 
more accurate in measuring small differences in the seasonal plav 
of forces. Where strong cyclical and irregular influences are felt 
from month to month, in addition to the seasonal pattern, the 
investigator may find it advisable to use an index of seasonal 
variation and tfie method of deflation (division of each month’s 
raw data by the corresponding seasonal index) rather than the 
12-month moN'ing average in order to deseasonalize the raw data. 
The resulting series is usually referred to as “adjusted for seasonal 
variation" (or “seasonally adjusted") rather than deseasonalized. 

Regardless of tlie method which is used for the elimination ol 
trend and seasonal influences, the actual examination of the cvcle 
cannot take place before the effects of these two have been remov ed 
from the data. If this removal has been complete, the series will now 
graph in the form of a quite smooth wavelike movement around a 
horizontal line. Any sudden breaks in the smoothness of the wav'e 
will be consequences of irregular or erratic influences. As yet, 
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there has never been devised a completely satisfactory method 
for dealing with the irregular forces. Some students of time seric-s 
attempt to draw the graph through periods of irregular influence in 
such a way as to ignore them. This presupposes that the erratic- 
force has no lasting effect on the behavior of the >'ariable, but 
leaves the scene completely. Unfortunatelv, most erratic forces do 
not fit this concept, and the investigator has no w’ay of d(‘tennining 
which do and which do not, so that many absiirdilics may be in¬ 
troduced into the cycle pattern even f)efore it is completelv isolated. 
There are other students of time series who attcMiipt to sinootli 
the data and eliminate most irregular deviations by soint‘ kind ol 
an elaborate moving average (using as raw data the series alter 
trend and seasonal have been removed). The primary difficiillN 
with this method is that it usually throws the babv' out with (lie 
bath water, smoothing away cyclical as well as irregular factors. 

Assuming that the elimination of trend, seasonal, and irregular 
influence has been accomplished within Ixmnds o( reasonable 
accuracy, the time .series is left in the form of a ratlier smooth 
oscillation around the horizontal. If the original data were monthly, 
it now becomes possible to mark the turning points ol th(' sev(Tal 
cycles, and to date them to the nearest month. Next, the amplitudt's 
of fluctuation can be measured by converting the monthly data from 
their original (or index) units into deviation units. This is done* 
by taking all deviations from the 100 per cent base line (or normal 
horizontal line) rather than from the base line zero, determining the 
standard deviation (or, perhaps, the average deviation) of the 
entire series, and then dividing the standard (or average') deviation 
into each of the individual deviations. This operation makes pos¬ 
sible direct comparison between series, regardless of the original 
amplitudes of their fluctuations. 

The orthodox or i^dual method of business-cycle study, it 
will be noticed, studies the cycle entirely from the point of view 
of time series. In other wotds, it is the sequence of events in time 
that furnishes the object of study; cycles are viewed primarily within 
the framework of their sequential order. 
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THE METHOD OF DIRECT MEASUREMENT (NBER) 

Under tlie direction and guidance ot Wesley C. Mitchell, the 
National Bureau of Economic Research has pioneered in the de- 
^’elop^lent of a method of directly measuring \ arious cycle charac¬ 
teristics and combining them (by averaging) into a typical cvcle 
])attern for the series of data under study. This method has much 
to recommend it to th(‘ cycle statistician, for it enables one to grasp 
certain internal aspects ot specific cycles in a manner impossible 
with any other ajiproach. Nevertheless, in the \ery attempt to 
delermine the average ])atteru of a given cycle series, the method 
eliiriinat(*s two important things: first, the secjuential relationships 
between snccessiv'e' cycles in a series; and, second, the relative 
iiulividnality of each individual evde in the series. It will be wise 
for us to examine this method in order to understand both its 
ad\antagf‘s and its weak points, as a method. Xo attempt will be 
made herein to criticize the application which the NBER has made 
of the method nor the conceptual basis (primarily the definition 
of the business cycle, for which see footnote 9 in (Jhap. 1) of the 
NBER use of the method. 

The first step in the applic^ation of the direct inelhod consists 
in the selection of a scries of raw data (preferably on a monthly 
basis) and its deseasonalization. This last is usually accomplished 
by means of a 12-month moving average (or total), centered 
(without further manipulation) on the seventh month. Bv' this 
means, the series is cleared of .seasonal influences, but left otherwise 
unchanged. It might be pointed out, in this connection, that there 
are particular series which the NBER has found could be more 
effectively adjusted for seasonal by the separate computation of a 
sea.sonal index and the mc'thod of deflation (discussed brieflv' in 
connection with the residual method, above). 

In general, the NBER has not attempted to (‘liininate trend in 
the manner of the residual method. This decision has resulted 
from the feeling that while intercyclical trend (that is, the fact 
that successive cycles may be higher or lower than the ones which 
precede them) should be eliminated, it is to the best interest of 
cycle study to keep the intracyclical trend (that is, the nipyeiiKMA 



32 


APPENDIX TO CHAPTER 1 


of the trend rise or fall within the period of any specific cycle) 
intact in the series from which measurements are to be made. This 
is accomplished by the measureinent of cycle de\'iations-from-norma] 
from the average iiitracycle value, rather than from the individual 
trend values theinsehes. We shall return to this at a later point. 

Before any attempt is made to take direct measurements of 
cycle characteristics from the data, the st'ries must be broken up 
into cycle segments, that is, must be divided into as many subseries 
as there are cycles. Ordinarily, this is done b\ reference to a listing 
of dates thought to correspond with the turning points of the busi¬ 
ness cycles.* This allows thc‘ series to be subdixided at the turning 
points (iisiialh the lower) into separate complete cycles, hv defini¬ 
tion. There are some series of raw data which are found to move 
contracyclicallx' (that is, to fall when most other series are rising 
and to rise when most other series are falling). The.se are usually 
treated inxersely and divided into cycle segments at th(' upper 
turning points. 

Up to this point the entire .series has been handled as a whole; 
but from this point forward each individual cycle will be treated 
separately, as shown in Figure 10. The reader will note that the 
trend relationslnp between successixe pairs of cycles is lost after 
segmentation, but the trend movement within the individual cycle 
remains, in 10/;. The points marked p represent the axerage values 
for the individual cvcle periods, and are taken as the base line 
values (100 per cent) in computing the cycle xalues as trend-rela¬ 
tives. This is diagrammed in Figure lOr. 

Working from the material which is shoxvn schematically in 
Figure lOc, the direct approach continues as a series of measure¬ 
ments taken on each indi\idual cycle and then averaged, mea.sure- 
raent by measurement. First the number of months encompassed 
by the complete cycle is determined; this period is further broken 
down into the time taken up in the expansion phase and that taken 


Tlu're is no neoil lo into the source of tliis list of reference dates. 
Obvioiuslx, tlie nature of the li.st will depend on the precise definition of a 
cycle wliich i.s adopted b\' the investigator. The NBER has applied its own 
defimtitW to all tlie ev'ideiiee available, using business annals, cycle serh'S 
isolated W tb(' residual method, the findings of otlier iii\ estigation.s, and any 
wliic'h could ])c found. 
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up in the contraction phase. Second, the ainplitiides of the ex¬ 
pansion and the contraction are determined from the cvcle values 
(trend-relati\ es) in terms of the total upward range of the e\- 




c. Basis for Mposurinq Deviations of Cycle from Normal Line 
Figure 10. Diretf Method-Handling of Series 

pansion and the total downward range of the contraction. Third, 
the periods of expansion and contraction are each broken into 
quarters (of the time, not of the amplitude), and the ranges of 
expansion per quarter and of contraction per quarter are measured. 
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Finally, all these characteristics are averaged separately, and the 
a\erage cycle is synthesized. 

The reader should be aware of the fact that the above constitutes 
a gross oversimplification of the actual method of direct cycle 
iiieasurement, as practiced bv the NBER, but it should suffice to 
indicate the main differences between this and the residual method. 
For detailed working procedures, the reader is referred to the publi¬ 
cations of the NBER, itself.^^ Obviously, these t^\"o approaches 
attempt to deal with the cycle from quite different points of \icw, 
and should, therefore, be supplementary rather than miitualh' ex- 
clusi^■e. Both methods attempt to treat the cvcle in a purelv sta¬ 
tistical fashion, without attempting to ab.stract any “pure’' cycle 
from the original data (with “pure” taken as meaning smooth, 
regular, and perfectly periodic). The residual method attacks the 
cycle as a sefjuence of recurrent ups-and-downs o\er time; tlu* 
direct method attacks the cycle as an average mode of beha\ior. 
The fonner examines the relationships which develop betwec'n suc- 
cessi\'e, time-related phenomena; the latter examines the internal 
similarities that characterize every cycle unit in the series. While 
it may prove difficult to synthesize the findings of the two methods 
into a single analysis of cyclical behavior, it is obviously not im¬ 
possible to do so. The most important single eondilioii which must 
be met before this synthesis becomes possible is that the concept 
of the cycle which is employed be the same for both methods. 
Since the concept of the thing studied will detc^rmine the nature of 
the findings, to a very important c-xtent, the concc'ptual basis of 
business-cycle study needs careful examination and delineation, 
regardless of the statistical technique employed (as was indicated 
earlier). 

THE METHOD OF HARMONIC ANALY.SIS 

Mathematics has provided us with several perfectly periodic 
wave types, each of which is completely uniform in its amplitude of 
fluctuation, which may be expressed in terms of precise formulae. 
Since the ultimate precision and predictability for which our sci¬ 
entific method strives is accomplished only by the formulation of 

■* “See Bums and Mitchell, op, cit. 
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the relationsliip under study, it is not surprising that many investi¬ 
gators have attempted to fit curves of perfect periodicity to business 
cycle phenomena. The curve types that have generally been em¬ 
ployed are sine ciirv'es and cosine curves of various degrees of com¬ 
plexity. To the degree that irregular and nonperiodic character¬ 
istics are displayed by statistical series, we can readily see that the 
harmonic method attempts to substitute a perfect curve for the im¬ 
perfections of reality. It might be well to examine the conceptual 
})asis of the method, in order to form some idea of the validitv of 
this .substitution. 

If we assume that all business cycles are “nalurally” of the same 
duration (that is, take the same number oi months to complete 
lhem.selves) and that any variations in length of period wdiich 
may be found in rc'ality result from purely chance factors, harmonic 
analysis is justified. In such a situation, the average length of any 
series of cycles would clos<-lv approximate the lengths of manv 
actual cycles, and those cycles which were of ditferent-from-ave'rage 
hmgths would differ only by small relative degre(\s. The same thing 
could be said of amplitude of fluctuations. Such a situation actually 
does exist with respect to many wavelike movements found in the 
real world (siu'h as the ^ ibration of a plucked string, many aspects 
of the weath(*r cycle, daily patterns of solar radiation, etc.). Where 
this assumption may be made, the use of mathematical curx es is 
justified by the fact that the series of real obserx atioiis depart hut 
slightly from the pure curve, the deviations being first in one direc¬ 
tion and then in the other, but always return, so that the pure Cll^^ e 
coincides, for all intent and purpose, with the hulk of the observed 
data. On the other hand, il we have a series which is changing its 
period-length of fluctuation and/or its amplitude in one direction 
or another, the pure curve will progressively explain less and less 
of the observed data. Again, if the chance factors affecting the real 
.situation are more important than the natural factors which lead to 
perfect periodicity, then the deviations from a mathematical cur^^e 
will bt‘ so great most of the time as to render the latter mean¬ 
ingless. 

The very term business cycles carries the implication of a high 
degree of uniformity of period and amplitude. Perhaps this is 
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unfortunate, for we have never been able to prove the presence 
of these characteristics in most of the series ot data which display 
business-cycle tendencies. In fact, it might be said with a high 
degree of truth that the failure of harmonic analysis to prove itself 
led to the de^eloplnent of other methods of cyclical investigation. 
Unlike many real series of data, those taken from observation of 
economic variables do not display the relath'e uniformity of am¬ 
plitude and periodicity necessary for harmonic analysis. We ne(‘d 
not seek far to find the reasons. Business cycles, insofar as their 
‘‘natural” bases are concerned, are so closely tied in with many of the 
dynamic factors of our society (technologies, population trends, 
new geographic disco\x‘ries, and the like) that there is some evi¬ 
dence of a long-term change in the typical tiin(*-period and ampli¬ 
tude which characterize them. FurtluTinore, as we shall svv later 
in this book, many relatively irregular forces (wars, droughts, 
natural catastrophes, political upsets) take on causal importance 
witli respect to cyclical movements. Unless we can prove that 
these irregidar influences obey some higher law of regularity, which 
appears absurd, harmonic analysis of any series strongly affected 
by these irregularities would be impossible. To terminate this 
discussion, then, it seems fair to liold that harmonic analysis, bv 
its very nature, can liardly prove of great value* as a metliod of 
analyzing most economic series. 

THE METHOD OF ORTHOGONAL POLYNOMIALS 

There is one method of analysis which is under eiirrent develop¬ 
ment and which gives promise of avoiding some of the faults of the 
harmonic method without losing many of its theoretical advantages. 
This is the method of orthogonal polynomials. The precise theory 
of this approach is highly mathematical (and for that reason will 
not be discussed herein), but it makes possible the fitting of smooth 
curves to cycles of v arying period without the sacrifice of elegance. 
A further advantage of this method lies in the fact that it may 
provide, for the first time, a sure means of separating major and 
minor cycles, or even—if the time period be long enough—building 
cycles and major business cycles. Since sufficient work has not yet 
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been done with the orthogonal approach to allow full knowledge 
of its strong and weak points, nothing further will be said about it 
here.*'^' 

THE econometric: approach 1'* 

Econometrics is a quantitative inc*thod used in economics which 
rcprt*sents the use, in conjunction with each other, of mathematical 
economics, economic theory, and economic statistics. Applied to 
business-cycle research, econometrics constructs a system of equa¬ 
tions which are designed to describe the behavior oucr time of what¬ 
ever economic aggregates (variables) are thought to be significant 
in the be'havior of the ei‘onoinv during the course of business cycles. 
Each equation indicates how the behavior of one variable (the de¬ 
pendent varialde) is a function of (depends on) the behavior of 
the other (independent) variables in the equation. In order to be 
logically complete, there must be an ecjiiation for each of the vari¬ 
ables (unknowns) whose course over lime is to be explained. The 
variables consist of broad ecoiioinic aggregates, such as employment, 
national income, consumption, savings, investment, price indexes, 
etc. 

The systfMn of equations (or, as they are more commonly referred 
to, economic mo(lcls) may contain lour basic tvpes of equations, 
called atructural eejuations. 

1. Identities or definitional equations. These are equations which 
are true because of the definitions of the variables contained in the 

’■'For a fairly cdiicise treatment of the use of ortlu)jj;oniil pt)lvnomitils in 
tlie analysis of time series, llie reader is referred to ]. Ci. Smith .md J. 
Oiinean, Elementary Statiatics and Applications (New York, .\IeCTraw-HilI 
Book Company. Ine., 1944), Chaps. XIX-XXIV. 

"’For a more elaborate di.sc'nssion than can be gixen in a book of this 
sort, the matliematieally inelined reader i.s invited to read tlie followiii)^ articles: 
J. Tinbergen, “Econometric Du.siness CN'cle Heseareli," Revicio of Economic 
Studies, Vol. VII (1939-1940), pp. 73-90 [reprinted in Readings in Business 
Cycle Theory (Philadelphia, TJie Blakiston (Company, 1944), pp. 61-86]; 
T. Koopinans, “The Econometric Approach to Biisines.s Fluctuations,” American 
Economic Review, Vol. XXXIX (Xlav, 1949, supplement), pp. 64—72; idem, 
“The Logic of Econometric Bnsiness-C)'cle Research,” Journal of Political 
Economy, Vol. XLIX (April, 1941), pp. 157-181; and \V. Leontieff, “Econo¬ 
metrics,” in A Survey of Contemporary Ecorumics (Philadelphia, The Blakiston 
Company, 1948), pp. 388—411. 



38 APPENDIX TO CHAPTER 1 

equations. An example familiar to the reader would be MV = PT, 
the transactions form of the (H:]uatioii of exchange. As a result of 
th^ definitions given, the four variables result in the given equation, 
because it is a truism that the aggregate value of money given in 
exchange for goods and serxices, etc., MV, is ecjual to the money 
vallie<*of the goods and services, etc., given in exchange for money, 
PT. Hence the equation is a deftnitional equation or an identiUj. 
Another identity is seen in the relationships sax ings ecjual invest¬ 
ment, ex post. These are equal because, for statistical calculations, 
savings are defined as that part oi the national income not spent 
on consumption, while investment is defined as that part of the 
national income not consumed; therefore, they must always be 
equal (in the ex post sense, but not in the cx ante or planned sense). 
It is also evident that price times quantity equals value, by definition. 

2. The second type of etpiation which may appear in the models 
of the econometrician is that which embodies what may be called 
institutional conditions, such as reserve requirements and tax sched¬ 
ules. For example, the equation D ~ hR indicates that total de¬ 
mand deposits D are equal to total reserves R in the banking sv.stem 
multiplied by a constant b whose value is the reciprocal of the 
rcserxe ratio of the member banks. Similarly, the equation 
T — aY ZY might be taken to represent the total of income taxes 
T forthcoming at different levels of national income Y, based on a 
certain normal fixed tax rate a and a progressive surtax rate Z. 

3. The third type of equation which might appear in an econo¬ 

metric model would be called a techuological ecpiation, either trans¬ 
formation functions or production functions, the latter bc*ing special 
cases of the former. The equation Pi = T, P^, . . . P„; 

a, b, c, . . .) indicates that the output of a particular amount of 
a good pi is a function of (depends on) the quantities of other goods 
(Pm . . . P„) being produced (at full employment) and the 
amounts of factors (a, b, . . .) in existence. A production func¬ 
tion is represented by the equation Pi = / (a, h, c, . . .). This 
equation indicates that given the (best) available technique of 
production {i.e., production function), P, is the maximum amount 
of commodity 1 that can be had with a given amount of the factors 
of production {a, b, c, . . .). 
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4. The fourth, and most interesting, type of structural equations 
is called behavior equations. Behavior equations describe the re¬ 
action of groups of individuals or firms to certain economic condi¬ 
tions, such as incomes, prices, costs, liquid assets, stocks of capital, 
etc. To illustrate we shall resort to an equation (or function) 
which is represented diagrammatically in Chapters 2 and 3. In these 
chapters we have occasion to refer to the propensities to consume or 
save, or, as they are often referred to, the consumption and sax iiigs 
functions. Since sa\ings are defined as that part of income not 
spent on consumption, it is apparent that the two variables are 
(‘omplcments of each other, and that what determines one deter¬ 
mines the othc'r; licnce we shall use the savings function or pro- 
])('nsity to sa\e as oiu^ illustration ol a behavior equation. Such an 
equation may be: 

S-/(Y,r,i;) (1) 

This equation says that aggregate savings S are a function of the 
national income Y, the rate of interest r, and a random term u, 
which inc-ludes the ('fleets ol all other unspecified factors which may 
evc'rt an influence on savings. We shall ha^e more to say about this 
last factor f shortly. 

Although equation (1) tells us that sa\ings depend on national 
income, th<' rate of intc're.st, and the random term, it does not tell us 
liow savings are related to th(vse variables. Econometricians are 
usually prone* to assume linear (.straight-line) relationships. For 
our purposes it is sufficient to define linearity as proportionality. 
For example, the dependent variable S may vary as a constant pro¬ 
portion of the independent variable, income. Similarly, a change 
in interest rates may be assumed to induce a change in savings in 
some constant proportion. We may now rewrite equation (1) to 
indicate these assumed linear relationships between S and Y and r: 

S^aY + hr + v ( 2 ) 

Equation (2) is a linear (straight-line) equation, telling us that 
savings vary as a constant proportion (the constants being defined 
by the values of the cxiefficients a and b ) of income, given the inter- 
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est rates. Should we want to indicate how changes in the inde¬ 
pendent variables influence changes in S, we would write: 

AS = £Z aY H-[> Ar-h Au (3) 

where A (delta) stands for changes. 

Let us now take stock of what we have so far in these behav’ior 
equations, particularly equations (2) and (3). We have, first ol 
all, the dependent variable, in the above example', S. This is often 
referred to as the “explained" variable, to indicate that this is the 
x ariable whose behavior is being explained by the equation. Then 
we ha\e the independent variables (Y, r, v) often called the “ex¬ 
planatory” v'ariables, for they explain the behavior of the dependent 
variable. In addition, we have the constant coefficients (a and h 
in the equations). These coefficients define the (mathematical) 
shape of the equations in the models. More specifically, they meas¬ 
ure the exact influence of the “explanatory” variables, and in the 
models of econometrics, the constancy of tlu' coefficients indicates 
that the relationship between the dependent and independent vari¬ 
ables is taken to be linear. 

Finally, vve have in these equations the random term v. The 
concept ol the random term is perhaps somewhat more difficult to 
gra.sp than the other concepts and requires a bit more* explanation 
than has been accorded the others. The random term has been 
called the term which repre.sents the influence of “all other” (un¬ 
systematic) factors on the variable that is being explained. The 
value of V will be seen as defined implicitly by equation (2) as 

V S — aY — hr (4) 

The random term o, remember, is a magnitude representing the 
combined effect of all unknown forces on S. Because of the “un¬ 
known” factors and the unsystematic behavior of these unknown 
influences, econometricians have deemed it wise to state the value 
of this random term v in terms of some probability distribution. 

Even if the magintiidt* of a particular shift (t?) ... seems to he un¬ 
explainable and unpredictable it might still be possible to make an 
empirically significant statement about the probability with which .shift.s 
of van|(|lill9 iMkagnitudes arc likely to occur, a statement analogous to that 
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which defines, lor cxtunple, the chiince of drawing a red ball from an nrii 
containing two red and eight white balls as being one in five, i.e., 1 '5.^‘ 

The assumptions concerning the probability distribution of these 
random terms depend solely on the judgment of the individual in¬ 
vestigator, who may feel that the distribution will follow that of a 
normal eurv(\ or sonic sort of a skewed curve, etc., almost invariably 
the fonner, liowe\er. It is worthy of note that the assiniiption which 
the investigator does make with respect to the probability distribu¬ 
tion of the random terin(s) is considered to be of the same im¬ 
portance as the assumjitions the inv^estigator makes concerning the 
tln'oretical relationships among any other group of dependent 
and independent variables, where the latter are known and predict¬ 
able. 

As yet, our equations lack one essential feature which character- 
i/.es many of the eejuations in an econometric modt'l, namely, the 
(‘lement of time. That is, the models of the econometrician are 
dynamic, in the sense that some of the ecpiations describe the rela¬ 
tionships of variables belonging to different time periods. For ex¬ 
ample, the sa\ings in equations (2) and (3) are usually related, 
not to current national income, but to the national ineome of some 
])ast period, say, the preceding year. Thus instead of indicating an 
instantaneous relationship among the dependent and independent 
variables, that is, that the former reflect the values of the latter 
ill the same period that these changes occur, the equations repre¬ 
sent Jagged relationships, that is, discrete time intervals lietween 
changes in the independent variables and the changes in the de¬ 
pendent variables. It is a very simple thing to adjust, for example, 
equation (2), by inserting time symbols into the equation thus: 

S. = rtY, + hr^ 4 c, (5) 

Equation (5) is simply equation (2) modified to take account of 
the lagged relationships which exist between income and the inter¬ 
est rate and savings; the last is assumed to take place one period 
after the first two. 

The reader might be interested in the development of a simpli¬ 
fied set of equations in illustration of a model. The following set 


^Leontieff, op, eiY., p. 396. 
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of equations provides the basis of Tables 8 and 9 in Chapter 3, 
which are a sketch of the results of the injection of a constant sum 
of new money into the economic system, under the assumption of 
certain values of the parameters of the model constructed by Pro¬ 
fessor Sainuelsoii to work out the eflt'cts of a continuous injection of 
new investment.^'^ 

We use the following symbols: 

V, is the national income in period t. 

Ct is tlie national level of consumption in period /. 

I, is the level of autonomous investment in period t. 

I'i is the level of induced investment in period /. 

Mt is the marginal efficiency of capital in period i. 

Ti is the rate of interest in period f. 

a is a constant coefficient: the marginal piopcnsitv to consume. 

h is a constant coefficient: the acceleration effect or “relation." 

A is the symbol for change (increase or deciease).’" 

First, we have an income identity: 

y,-c,+ /, + /; (6) 

The three independent \ariables in equation (6) are defined as 
follows: 


C, = aY, . / (7) 

( 8 ) 

(9) 

By the use of the mathematical technique of elimination, we 
combine equations (7), (8), (9) with equation (6) and get: 

Y, = /(M„ rj +c7Y,_, J (10) 


Equation (10) is the basic ecpiation from which tables like 8 
and 9 in Chapter 3 may be deprived. Equations like the type just 
presented are the product of the investigator's judgment of the most 
important aggregative relationships which govern the behavior of 
the economic system. It should be noted that not only is the struc- 

'"See Chapter 3, pp. 118-123. 

The reader probably will not understand tlie meaning of the above 
definitions without having read all of Chapter 3. It is suggested, therefore, 
that the attempt to understand the economics of the following c<|uations be 
postponed until Chapter 3 is t^ad. 
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ture of the model, the shapes of the various functions which are 
included in the model, a matter of the individual’s judgment, but 
tlie choice of what variables and relationships to include in the 
model is also subject to the investigator’s discretion. It is neces¬ 
sary, to avoid making the model unwieldy, particularly for purposes 
of statistical estimation, to limit the number of eejuations in the 
model (to, say, 20 to 40 or so). This means that the investigator 
has to decide what relationships are the most significant, and leave 
the* rest to be embraced by terms which are taken as given or 
‘known” (i.c., terms which are assumed not to require an equation 
io explain them) and the terms we have called random tenns, which 
lake account of errors and other unforeseen changes (called 
“shocks”) in the functions. It is in the choice of significant variables 
and relationships that the role of economic theory comes into play, 
lor the choice of \'ariables, etc., must be made on the basis of some 
theorv or hypothesis of the econometric investigator. 

The setting up of the theoretical model by the econometrician is 
only the first step in the investigation. The next step is the applica¬ 
tion of statistical techniques to factual data in order to estimate 
Ihe values of the parameters for these equations, that is, the theoreti¬ 
cal constants (coefficients). The factual data which are used to 
estimate* the parameters of the* model arc comprised of collected 
time series which describe the observed changes in the value of the 
different variables in the model. Afle*r the statistical data are 
“processed,” the original equations [e.g., equations (6), (7), (8), 
and (9)] are then “reduced” (solved simultaneously), and the sta¬ 
tistical method of least squares is applied to the reduced form (10) 
of the original equations to solve for the parameters."'^ In the 
estimation of the parameters of the models in this way, econome¬ 
tricians now draw on some of the recent developments in the theory 
of statistical inference. 

Once the estimates of the parameters of the model have been 
made, a value of a dc'pendent variable for any given year, t (Y^ in 
equation (10), for example), may be found by inserting into the 

^ For the mathematically minded reader, the reduced form (ir simultaneous 
solution of equations (6), (7), (8), and (9) is equation (10). It is in equation 
(10) that the statistical data are inserted and to which the method of least 
squares is then applied to solve for the parameters (constants) a and h. 
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reduced form of the proper equation (10) the given (observed or 
assumed) v'alues of tlie independent variables and the values of 
the unknown Y for previous periods (Y, , in ecpuition (10), e.g.). 

Eennoinctricians usually try to state their results within the limits 
of some standard error of estimate. When this is done, the implicit 
idea is that the original hypothesized model (systc'in of equations) 
represented correctly the behavior of the economic system. Thus 
the significance of the limits of the standard error of estimate is 
really no grc'ater than the original theory underlying the basic model 
in the first plaee."^ 

Perhaps the outstanding weakness of the econometric approac'h 
is the necessity of limiting the number of equations and variables in 
the models to a rather small number in order to keep the later step 
of statistical investigation within manageable proportions. As a 
result, many potential sources ol information are either ignored be¬ 
cause they cannot be fitted into the equations, or else treated as 
“givens” and, so, not explained. In addition, bec'ause of thc' ex¬ 
treme “bias” toward linearity in the sc'tting up of the functional rela¬ 
tionships, there is too strong a tcmdcncy on the part of econometri¬ 
cians to treat as constant (parameters) variables and lags which, in 
fact, may change significantly ovc*r the course of the cycle. 

Since the econometric approach is still largely in tlu‘ experi¬ 
mental and developmental stages, it is difficult to criticize. The 
biggest problems at present undoubtedly are; (1) improving the 
estimates of the parameters of the models, and (2) improving the 
estimates of the probability distiibution of unspecified variables in¬ 
cluded in the random terms of the equations.'^" 


For a more complete picture of the use of model building; and sta¬ 
tistical le.sting in business-cycle analysis, see the following: ]. Tinbergen, 
Statistical Test of Business Cycle Theoties, 1. A Method unci Jts Application 
to Investment Activities; II. Business Cycles in the United States of America^ 
1919-1932 (Geneva, League of Nations, 1939); L. R. Klein, “The U.se of 
Econome'tric Models as a Guide to Economic Policy,” Eronome/rirfi, XV (April, 
1947), pp. 111-151; and idem.. Economic Fluctuations in the United States, 
1921-1941 (New York, John Wiley & Sons, Inc., 1950). 

-- The mathematically inclined reader is invited to examine the recently 
published volume, Statistical Inference in Dynamic Economic Models, T. C. 
IppOpmans, Ed. (New York, John Wiley and Sons, 1950). This excellent 
iliMfup of articles will indicate the steps beinc taken to solve tbe probicniis indi- 
fSitedl ill the text. 
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CHAPTER 2 

FLUCTUATIONS IN NATIONAL INCOME: 
CONSUMPTION, SAVINGS. AND INVESTMENT 


BASIC NATIONAL INCOME ANALYSIS 

Tlu‘ aim of this discussion is to acquaint the student with the 
essential tools of national income analysis, a firm grasp of which 
is necessary for an understanding of the remainder of this book. 
Basically, all business-cycle theories are concerned with fluctua¬ 
tion in national income and employment. B) analyzing the \ arioiis 
theories with the same set of tools, it is hopt'd that the student 
may be able to find his way through the maze of terminological 
difficultit'S and see the fundamental similarities shared by manv 
apparently conflicting theories. Most of the theories to be discussed 
fall into one of two broad categories: (a) underconsumption, and 
(b) overinvestment. Within those two categories, many apparent 
theoretical differences usually turn out to be nothing more than 
differing emphasis on certain a.spects of the cycle. The use of 
national income as the broad conceptual basis of this treatment is 
designed to point up this characteristic of current controversy in 
explaining the trade cycle. 

Definitions of Concepts ^ 

Constmiption—The purchase of new finished consumer goods. 
Sauing—The purely negative act of not spending for consumer 
goods. 

, ^ The student should familiarize himself thoroughly with these concepts, 

particularly saviiig and investment. The latter term must never be taken to 

46 
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Investment—The purchase of new finished capital goods, plus 
a net increase of inventories or minus a net decrease in inventories. 
Investment may be considered on a gross or net basis. Gross in- 
\estment includes the purchase of all new finished capital goods 
(in addition to net changes in inventories), whether for replacement 
purposes or as a net addition to the existing stock of plant and 
equipment. Net investment, on the other hand, embraces only the 
purchase of new finished capital goods which constitute a net 
addition to the existing stock of capital goods. An oft-used synonym 
tor net investment is the term capital formation. We might ex¬ 
plicitly make allowance lor “net foreign investment,” which is the 
net difference (^) in values on current account in a country’s bal¬ 
ance of payments with tlie rest of the world. 

While most of the discussion in the present volume will be con- 
ffTiled with net investment, it will sometimes be necessary for us 
to concern ourselves with gross investment, also. The reason is 
that there is nothing automatic about the replacement of worn-out 
or obsolete capital goods. Investment for replacement purposes 
often exhibits much of cyclical volatility that we normally associate 
with capital formation. In a discussion of business cycles, therefore, 
many of the sources of fiuctiiation in net investment are also re¬ 
sponsible for cyclical fluctuations in the rate of investment for re- 
j)laccment. 

Hoarding—The holding of idle cash balances, including bank de¬ 
mand deposits. Since the concept of hoarding is discussed in great 
dt^tail in Chapter 4, we shall defer further comment till then. 

National Jncoinc—(in current prices) is equal to the sum of the 
dollar values spent on consumption and investment in a given time 
period. (In the ensuing discussion the time period used will be 
the year, although any other period would be just as feasible.)- 

Wc hav'e used the term national income in something of a 

mean the purchase of securities. This act is not in itselt an act of in\estrnent, 
tor the seller of the securilie.s may use the fund.s to repay bank debt or to 
build up liquid assets, or he may even use tliein for consumption purposes. 
Failure to follow closely the terms a.s defined in lh(‘ text will invariably lead 
to coiifu.sion in the stiident'.s thinking. 

- Note should be taken at this point that national income is equal to, but 
not determined by, consumption and investment. Elaboration of this point 
will come in due time. 
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generic sense here. In more technical parlance, the term is defined 
a hit more closely. As a matter of fact, there are numerous terms 
that refer to the income stream of a nation. One is iwtional 

producty which may he defined, briefly, as the \alue of all con¬ 
sumer goods produced plus gross investment, domestic and foreign, 
plus the value of government expenditures. If from gross national 
product we subtract the value of capital goods produced for re¬ 
placement purposes, we get net national product, which is the 
value of consumption plus the value of net investment. National 
income statisticians, measuring net national product at cnrrcMit 
market prices, reduce the value of this income figure by indirc'ct 
taxes to get a figure to which they give the technical name national 
income. This latter value may also be computed bv adding up the 
earnings payable to the factors of production, that is, wages, inter¬ 
est, rent, and profits (in addition to making certain adjustments). 
Another concept that is of importance to us is called disposable in¬ 
come. This is obtained by first deducting from national income 
such items as corporate taxes, undistributed corporate profits, and 
social security taxes, and then adding the valiu* of "transfer” pay¬ 
ments (which are payments people ^ecei^'e without participating, 
either personally or through property, in the production process); 
the result of these calculations is called personal income. Dispos¬ 
able income is personal income less personal taxes. 

The national income concepts which will concern us most are 
gross national product, net national product or national income, and 
disposable income. The first is important because we are con¬ 
cerned in the present context with fluctuations in business activity 
and employment. Gross national product, by definition, embraces 
the sum total of outlays made for capital goods by all business 
units, the total of outlays made for con.sumer goods by all house¬ 
hold units, plus government expenditures. As we shall presently 
observe, it is the variations in expenditures bv business firms, house¬ 
holds, and the government which underlie the fluctuations in output 
and employment that we call business cycles. The remainder of the 
book might be said to consi.st, for the most part, of various attempts 
to explain why business firms and household units vary their ex¬ 
penditures on investment and consumption, respectively. Moreover, 
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it follows from the fact that gross national product encompasses 
all forms of economic activity that with its fluctuations will be 
closely associated fluctuations in the volume of employment. From 
the standpoint of the problem of employment, it is of little concern 
whether people are em])loyed in the production of capital goods for 
replacement or as net additions to the existing stock of capital. 

During most of this book, however, our attention will be centered 
on the conc-ept of net national product, or, as we shall refer to it, 
national income. The rea.son for this is tliat whenever we discuss 
investment, we shall be referring primarily to net investment. For 
one thing, virtually all the writers whose theories we discuss use 
the term investment in the “net" sense, and not without reason. 
It is net investment which tends to be by far the more variable of 
the components of gross investment. By and large it is fluctuations 
in net hivestmcnt which explain the cyclical fluctuations in national 
income, In^’estment for replacement is much more closely related 
to and dependent upon the current rate of output. Whereas changes 
in net investment arc one of the basic sources of fluctuations in in¬ 
come, changes in replacement demand are primarily the product of 
changes in income. We may liken the former to a cause and the 
latter to an effect. Thus the quest tor an explanation of the origins 
of busiiu'ss cycles has led most writers into an investigation of the 
reasons for changes in the rate of net investment. Unless otherwise 
stated, therefore, the term national income hereafter is to be con¬ 
strued to refer to the sum of expenditures on consumption and net 
investment." 

In studying the spending habits of consumers, it is necessary 
to employ the more refined national income concept called dispos¬ 
able income. The reason is the fairly obvious one that insofar as the 

^ The prrstMit wrilfr l)t■lit•^cs that there has hccii a tendency to overdo the 
tiealmciit of replacement demand as a dependent variable. Wliilc it tends to 
l)e a function oi current outpiit, it is most certainly not an unchanging func¬ 
tion or relation. In durable goods, especially, replacement is capable of being 
postponed during downswings, and in periods of undue pessimi.sm is often 
responsible for sharper declines in iititional income than would oeeur if re¬ 
placement were rigidly related to current output. By the same token, wide¬ 
spread optimism in periods of upswing often results m a faster rate of replace¬ 
ment than would be indicated by a hard and fast relation between current 
output and replacement of worn plant and equipment. This point is discussed 
in another connection in Chapters 3 and If. 
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amount household units spend on consumption is related to income, 
the relation is likely to be between consumption and income which 
households actually have at their disposal for spending (or saving). 
They will hardly be influenced by total income produced, so long 
as part of the latter is retained by corporations in the form of undis¬ 
tributed profits or is taken by the government in some form of 
taxes, etc. Hence whenever reference is made to consumption in 
relation to income, we will ordinarily be referring to disposable 
income. 

Fluciuaiions in the Level of National Income ' 

Disposable income may be spent on consumption or it may be 
saved. That part of current income which is spent on consumption 
immediately becomes part of the income of the next year. That 
part of the di|||MMitble income not spent on consumption is saved. 
It is the mannewtf ^disposition of these savings which determines 
whether the national income will remain stable or will fluctuate from 
one year to the next. 

Savings may be directed into any one of the following channels 
of disposition: (a) investment, (b) hoarding, (c) repayment of 
bank debt, or (d) expenditure on imported goods. Suppose we 
now examine the effects of these various actions on income stability. 

Conditions for National Income Stability. If all current savings 
are invested, the income of the curre'iit period will be the same as 
that of the immediately preceding one. This condition implies that 
there be neither net hoarding or dishoarding nor net changes in the 
volume of outstanding demand deposits. Figure 11 illustrates this 
condition. 

In this figure, income is represented by the letter Y, consumption 
is represented by the letter C, saving by the letter S, and investment 
by the letter 7. It is assumed that in 1941 the nation spends half its 
disposable income (received from 1940) on consumption and saves 
half. Since income spent on consumption immediately becomes 
part of the income stream, the critical issue is the manner in which 

* Thii discu.ssion is modeled after that employed by D. H. Robertson, 
^'Saving and Hiiarding,” The Economic Journal (September, 1933), pp. 299- 
413. The analysis in the text will proceed in terms of money income. The 
effects in terms of real income will be discussed later. 
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savings are disposed. We observe that all current savings are in- 
\ested (S = $50 and I = $50) in the course of the year 1941. As a 
Jesuit, the money income which accrues in that year (to be spent 
in 1942) is precisely equal to that which accrued in the year 1940. 


1940 

Y =$100 



Fifriire 11. Monetary Stability: Savings Equal investment 

Thus vvc observe that as long as all current savings of any year 
.ire invested during that year, the income of that year will be the 
same as that of the preceding one. The condition for income sta- 
hilifxj is: savings equal investment? 

Declining National Income. If a portion of current savings is 
hoarded, used to repav bank debt, and/or spent on imports, so that 
current investment is less than current savings, the income of the 
current year will tall below that of the preceding one, and the na¬ 
tional income will continue to fall as long as current investment 
remains less than current savings. Figure 12 illustrates this process. 

This statement is not wliolly accurate. As we .shall soon obsen e, con- 
siiniption is dependent on income (current and/or past) and other variables 
besides income. The relationship between consumption and income is described 
by a function, that is, a schedule relationship, which we shall shortly call the 
propensity to consume, or consumption function. The statement in the text 
that income will remain stable so long as all current savings are iin'ested con¬ 
tains the implicit assumption that the consumption functiiJii or schedule, that 
IS, the relation between consumption and income, does not change, so that 
the volume of current savings does not change either. We have also assumed 
the simple case of a permanent plateau of investment, which is determined 
independently of the level of national income. The full implications of these 
(Uialifications will become clear to tlie reader by the end of this and the next 
ciiapters. 
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It is to be seen that $25 of the current savings, instead of being 
q>eiit on investment goods, have been hoarded, or used to repay 
ftttnk debt, or spent on imports, or any combination of these three. 
All these acts reduce current income, since they constitute a con¬ 
traction of the money stream.” A saver may use his savings to rt'pay 
bank debt; or he may hold them in the form of idle cash balances 
(including bank checking accounts); or he may use them to buy im¬ 
ports; or he may purchase securities from another person or institu¬ 
tion (financial or nonfinancial) who, in turn, hoards the funds or 
uses them to repay bank debt (or buys a security from a commercial 
bank—the effect is the same) or purchases imported products. In 
any case, $25 of the current savings were not spent on investment. 
Consequentlv, it is to be seen that the money income which accriu*s 
in the year 1941 is less than that which accrued in 1940, by precisely 
the excess of current savings over current investment. As long as 
this state of affairs continues, national income will decline from year 
to year, until the rate of sax iiig is reduced to a level equal to the 
rate of investment. Thus, the basis for declining income is: savings 
are greater than investment/ 

The student may wonder why the purchase of imports reduces domestic 
national income. Buying foreign-produced goods does not add directlj- to the 
ainount spent on domestic goods and therefore creates no incomi* in tlie 
domestic economy. This reimiins true (for any gi\en year) e\en thougli this 
very act of importing may eventually (in later years) increase expoits and 
thereby the national income. 

'An acutely discerning reader will obsersc that the analysis thus carried 
out follow.s simply from our definitions. Thus in Figures 11 and 12 we base 
said, in effect, that — C,„„ 4 Sj„„ and V, ,„ = C,„ 4 , + wlience it must 
follow (by definition) that — V,.,,,, = S,„„. Ot what operational value 

in analyzing income changes can equations be wliich an* mere truisms!* The 
answ'cr is, not much. But it is luit necessary that such equations be mere 
identities or trui.sms. The truistic or definitional character of the income 
equations disappears as soon as we recall the statement made in footnote 5, 
namely, that consumption is dependent on income (nirrent and/or past) to a 
considerable degree. That is, there exists a functional (or schedule) relation¬ 
ship between consumption and income, which may be written mathematically 
as C, = f(Y), where Y may be taken as income of a current or past period and 
C, represents consumptifin of a current pc*riod. [Because we lla^T defined 
savings as income not spent on consumption, this last equation may also be 
written S, =/(Y).] In the discussion of Figures 11 and 12, we ha\e assumed 
that the relationship between C and Y is: Ci„„ = JaY,,.!.,, that is, that consump¬ 
tion in any current year will ei^ual one half tl»e income f)f the pre^iolls 
As soon as this equation is recognized, the first two income equations be¬ 
come operational, that is, they assume real explanatory N’alue. For then, as 
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Rising National Income. Businessmen who want to invest are 
not necessarily dependent on the current savings of private individ¬ 
uals for their borrowed funds. They may also borrow from com¬ 
mercial banks, who simply create the money; or they mav use 

1940 
V = $100 


$25 Hoarded, or Used to 
Repay Bank Debt, or 
Spent on Imports 


r = $75 
1941 

Fifrure 12. Monetary Competition: Savings Exceed Investment 



previously hoarded cash balances; or, even if they do borrow from 
private individuals or institutions, they may get not only current 
savings but also the proceeds of dishoarding by these sources. 
They may also obtain additional money income for investment 
purposes via a sudden increase in exports. Current inv'estment, 
then, may exceed current savings. If this is the case, the national 
income of the present period will rise above that of the preceding 
one. Figure 13 depicts the manner in which this occurs. 

Here $25 is seen to come from commercial banks, or from dis¬ 
hoardings, or from increased exports, and to be used for investment 
purposes. Moreovw, this $25 is in addition to the $50 of current 
savings, all of which have been iim'Sted. Current investment thus 
exceeds current savings by the $25 borrowed from banks, etc., and 


soon as a disparity betwcrji sa^'ings and investment arises (.say, because ot 
a decline in current investment), it becomes possible to predict accurately 
tile amount by which income will decline before savings are, ipso facto, bronpht 
into equality with inx e.stment. The manner in which this is done involves what 
is known as the “multiplier" principle, with which we .shall concern ourselves 
extcii.sively in Chapter 3. Cf. A. fl. Han.sen, “The Robertsonian and Swedish 
Systems of Period Analysis,” The Review of Econuniics and Statistic.s, XXXII 
(Feb. 1950), pp. 24-29. 
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the national income accruing in 1941 is seen to exceed that which 
accrued in 1940. If this condition persists, national income will 
rise from year to year, until the higher national income raises the 
annual rate of saving to a point of equality with the annual rate 

1940 
Y=$100 

X $25 Dishoorded, or Borrowed 

^ y / from Banks« or Derived from 

X on Increase in Exports 

y=$i25 

1941 

Figure 13. Monetary Expansion: Investment Exceeds Savings 

of investment. Hence we can generalize by saying that iJir condi¬ 
tion for a rising national income is: investment must exceed 
savings."' 

In summary, from the above analyses we see that the prereq¬ 
uisite of income stability from year to year is equality between 
current savings and current investment. As long as investment is 
less than savings, income will fall. As long as investment exceeds 
savings, income will rise. The respective changes in income will 
continue until they bring savings into equality with investment. 

” The observutioiis made in fotitnote 7 concerning d declining national 
income, which is the product of an excess of savings over investment, apply to 
this analysis as well. Once again, it would appear that income in 1941 is 
bound to exceed that of 1940 (when investment is greater than savings) merely 
as a result of the way in which we have defined incomes of the two years: 

and H- As before, it would appear that such 

truistic equations lack explanatory value. Also as before, this difficulty dis- 

r ars as soon as it is recalled that consumption is dependent upon (function- 
related to) income (current and/or past). Once an equation such us 
C, = /(y„), for example, is recognized, it becomes possible to use the two 
income equations to predict the amount by which national income will rise 
before savings are, ipso facto, brought into equaliw with the assumed higher 
rate of investment. Such an analysis is, again, known as the “multiplier” 
principle, which we shall examine thoroughly in Chapter 3. 
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THE DETERMINANTS OF NATIONAL INCOME 

Earlier, the reader was cautioned that while income was equal 
to the sums spent on consumption and investment, it was not de¬ 
termined by them. Properly stated, national income is determined 
hij the nation’s propensity to consume and its level of net invest¬ 
ment. Let us now examine these two concepts and the factors 
which influence them. 


The Propensity to Consume 

The propensity to consume is a schedule indicating the nation’s 
aggregate demand for consumer goods at various levels of national 
income. Such a .scliedule might he exemplified by the following 
table: 


Table 1 The Propensity to Consume 


(in billions of dollars} 

National Income Consumption 


50 

100 

150 

200 

250 

300 


60 

100 

135 

165 

190 

205 


This schedule (or table) is a simplifi(‘d representation of the 
propensity to consume. The figures are hypothetical, but they will 
suffice to illustrate the principle. A more convenient way of show¬ 
ing the propensity to consume would be in the form of a graph, 
such as Figure 14. 

Significance of the Propensity to Consume. With the aid of the 
45° bench mark line (any point on which indicates the expenditure 
of all income on consumption}, we can illustrate a very important 
characteristic of this consumption curve (or function) which we 
call the propensity to consume. It will be observed that, except 
for low levels of national income, the curve is always below the 
45° line, indicating that its slope, for the most part, is less than 45°. 
This means that changes in national income are accompanied by 
smaller changes in the amount of consumption. On the graph 
below, for example, an increase in income from 100 to 150 billion 
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dollars results in an increase in consumption from 100 to 135 bil¬ 
lion dollars. A further increase in income of 50 billion dollars re¬ 
sults in an increment in consumption of only 30 billions, etc.” 

At the same time, it is possible to use Figure 14 to measure the 



National Income 
(in billions of dollars) 


Figure 14. The Propensity to Consume 

amount of saving^s forthcoming at each level of income. We have 
defined savings as that part of income not spent on consumption. 
Since the 45° line is one any point along which indicates the 
expenditure of 100 per cent of income on consumption, and since 
the consumption function describes the actual amount of income 
spent on consumption (at each income level), the difference be¬ 
tween the two must represent savings. Thus the \ertical distance 
between the two curves at any level of income measures the volume 

®For those who arc mathematically indined, another way of viewing the 
same principle can be illustrated from Figure 14. By saying that the slope of 
the consumption function is less than that of the 45° Ime, we have said that 
the numerical slope of the consumption function is less than unity. The 
triangle shown in Figure 14 is tlie minierical slope of tlic propensity to consume, 
and this slope is equal to the ratio of the distance be to the distance ah, that is, 
to hefab. Thus, on tlie graph, when we move from the point a to the point c, 
the slope of the consumption function is 0.50 (or 25/50), or less than unity. 
The dope of the consumption function is known as the niarsinal propensity to 
consume, a concept with which we shall be greatly concerned in Chapter 3. 
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of savings forthcoming at that income. The vertical distance cf 
in Figure 14 is an illustration of this point. 

One further observation is worthy of note. The student may 
wonder about the significance of that portion of the consumption 
(unction whicli lies above the 45° line. If the fact that the pro¬ 
pensity to consume lies below the 45" line indicates that consump¬ 
tion is less than national income, then it follows that the opposite 
situation signifies that consumption is greater than national income, 
lint, it may be asked, how can the community consume more than 
it is producing? The answer is fairly simple. The community is 
eating up its capital, that is, it is allowing its inventories to be 
drawn down and/or is failing to replace capital equipment as it 
wears out. In essence, the* nation is both dissaving and disinvesting. 
Relereuce to Table 1 re\eals that this is the case with our hypo¬ 
thetical community when its income falls below 100 billion dollars. 
At the income level of 50 billion dollars, there is net dissaving (or 
disinvestment) of 10 billion dollars.^’’ 

The Propensity to Save 

An alternative way of viewing whal has just been said is with 
reference to the so-called propensity to save. The propensity to 
save (or savings function) is a schedule showing the amounts the 
nation will save at various levels of national income. As with the 
propensity to cousunie, the propensity to save may be represented 
ill either tabular or graphic form (see Table 2 and Figure 15). 

Now that the sluiloiit is fiimiliar with the term “propensit)' to eoii- 
.sume” (or coiisinnptioii luiietioii), it is possible to explain why it was empha¬ 
sized in the text that national income is deteniiined by the propensity to con- 
mme (not consumption) and imestmeiil. Wliat is the difterence between 
consumption and the propen.sity to consume? 

Consumption refers to that portion of income which is spent on new finished 
coiisuiner Kt>”ds. 11 the student will turn back to Fij^ure 14, he will obserxe 
that it is possible lor consumption to alter cither as the result of a change in 
national income or as the result of a s'hift in tlie position of the cune itself, 
with no change in the national income (or even the result of the two occurring 
together). A change in con.suinption re.sulting from a change in the propensity 
to consume, e\en though income remained unchanged, means that the spendinf* 
habits of the nation have altered, so that now cmisumers are willing to spend 
more or less on consumption goods than before (at each given level of income) 
depending on whether the function shifted upward or downward. A change 
in income, howev'er, might bring about a change in consumption without affect¬ 
ing the position of the consumption function. 
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The propensity to save is merely the complement of the pro¬ 
pensity to consume. Reference to our earlier definition of saving 
(as the negative act of not spending for consumer goods) should 

Table 2 The Propensity to Save 
(ill billions of dollars) 


Natumal Income 

Sf/rifigs 

50 

- 10 

100 

0 

150 

-f 15 

200 

-f 35 

250 

-+ 60 

300 

-r 95 


help to make this clear. The savings schedule (propensitv to save) 
may be derived very simply by computing the difference between 
consumption and income at the various income levels. The same 



Figure 15. The Propensity to Save 

thing could be accomplished by measuring vertically the distances 
between the consumption function and the 45“ line at the various 
levels of income. Since the savings function is merely the comple¬ 
ment of the consumption function, certain characteristics of the 
former are immediately evident: If the propensity to consume has 
a slope less than unity, the propensity to save must be a rising 
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function; likewise, since the consumption function is concave down¬ 
ward in shape, the saving function must be concave upward. 

In discussing the factors which influence the consumption func¬ 
tion, it should be obvious to the reader that implicitly we will be 
describing the propensity to save. The factors discussed can be 
divided into two groups: (1) those which influence the propensity 
to consume (propensity to save) mainly from a long-run stand- 
l^oint, because they thenisehes change very slowly, and (2) those 
which are primarily short-run influences, because they are subject 
to sudden and rapid change. No attempt will be made to discuss 
these factors in detail, inasmuch as their details and significance 
will be brought out bv the \arious theories of the business cycle 
which we shall soon examine. 

Long-nui Factors Which Influence the Propensity to Consume 

The most important factor exerting long-run influences upon 
tlie consumption funclion is probably the distribution of the national 
income: the more unequal the distribution of the national income, 
the lower will be the propensity to consume; the more equal the 
distribution of our national income, the higher will be the position 
of the consumption function. Investigation of this phenomenon 
reveals that the high-income groups are able to satisfy their needs 
and desires with only a portion of their income. Thus, they not 
only save when their incomes are stable, but they also tend to save 
the bulk of any increment in their incomes. On the other hand, 
low-income groups are unable to satisfy their needs and desires, 
therefore save little (if any), and tend to consume the bulk of any 
increase in their incomes. 

Changes in the rate of interest undoubtedly influence the pro¬ 
pensity to consume. Oddly enough, no a priori generalization as 
to the direction of these eftects is possible. The classical theories 
of interest generally hold that saving would vary directly with the 
rate of interest. This might follow from a desire to be able to 
lend more (less) at higher (lower) interest rates, together with a 
possible stimulating (depressive) effect a low (high) rate of inter¬ 
est might have on consumer installment buying. On the other hand, 
exactly opposite effects are possible. Many people save in order 
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to acciiTniilate some definite amount of assets (^arying in their 
licjuidity). If a fixed goal is in mind, a higher rate of interest means 
that the goal is attainable with a lower rate of saving. Opposite 
tendencies would result from a lower rate. Thus, in the long run, 
the rate of interest probably does have significant influence on the 
consuming habits of the public, though in which direction it is 
difficult to say because of the conflicting effects of changes in the 
interest rate. Only empirical testing can pro\ide the answer with 
respect to any given situation. 

The structure of the tax system must also play a role as a long- 
run influence on the consumption function. Obviously, taxes affect 
consumption. Obviously, loo, if the high-income groups tend to 
save more of their incomes than do the poor, a tax on the rich is less 
likely to reduce aggregate consumption than a tax on the poor. 
The one will probably reduce saving, the other consumption. 
Analysis of the tax structure of all levels of government indicates 
that our tax .structure, on the whole, has not altered substantially 
through the years in its degree of progressiveness.’^ A significant 
change in the degree of progressiveness would certainly alter the 
position of the consumption function. 

A fourth, and final, long-run determinant of the propensity to 
consume might be described by the catch-all phrase "'habits and 
customs as to spending and thrift’* A community strongly con¬ 
vinced of the virtue of thrift would have a comparatively low pro¬ 
pensity to consume. Feeling the necessity of providing insurance 
for dependents, of ensuring higher levels of education on an in¬ 
dividual basis, or of protecting against future illness and unemploy¬ 
ment, a community would tend to save more at v'arious levels of 
income than would one less concerned with the future or one 
which provided for these things at the public (governmental) 
level through unemployment and health insurance, etc. 

Intimately associated with the last mentioned factor will be the 
rate of population growth. This may be demonstrated simply by 
assuming a community with a stable population and income, whose 
people save only for retirement. When finally the age distribution 

This phenomenon is explained by the extreme regressix eness of the tax 
structure at the state and local levels. 
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of the population had attained its equilibrium position, the dis¬ 
savings of the retired people would just offset the positive savings 
of the young people of the community. Thus aggregate saving 
would be zero. A growing population, on the other hand, would 
have a larger proportion of young people than old, and the positive 
savings of the former would more than offset the dissavings of the 
latter, so that aggregate savings would be positive. And the higher 
the rate of population growth, the larger would be the rate of 
aggregate savings, that is, the higher would be the propensity to 
.sa\'e. 

The rale of growth of national income is also important in this 
connection. Cii\en the rate of population growth, the more peoples' 
.savings are embodied in fixed income securities, the smaller will 
be the sums available for licpiidation, expressed as a fraction of a 
growing national income. From this it lollows that the faster the 
rate of growth of national income, the smaller will be the amounts 
of dissa\ing of these fixed income groups, again, expressed as a 
percentage of national income; hence the higher will be the per¬ 
centage of national income taking the form of positive net saving, 
tliat is, as before, the higher would be the savings function. 

Short-nui Faitors Which Influence the Consumption Function 

The community's expectations as to changes in prices, income, 
and employment affect the position of the consumption function. 
For reasons which should be self-evident, the expectations of rising 
prices, mct)me, and employment are likely to raise the propensity 
to consume. Anticipation of falling prices, illcomt^ and employ¬ 
ment will undoubtedly have a depressing effect on consumption. 

Liquid assets and recent changes therein also exercise a short- 
run influence on the propensity to consume. When people have 
large amounts of li(]uid assets, they exhibit a tendency to spend more 
on consumption at various income levels than is the case when the 
quantitv of liquid assets is small. This is particularly true where 
these assets are more evenly distributed over the various income 
groups. Testimony in support of this fact may be found in our 
postwar experiences. The tremendous liquidity which resulted 
from our methods of financing World War II undoubtedly had a 
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strong stimulating effect on the consumption function during the 
^ears immediately following the war. 

The level of individual incomes in the recent past exerts a funda¬ 
mental influence on the propensity to consume. The amount peo¬ 
ple will spend on consumption out of a given current income will 
tend to be strongly influenced by the living standards to which 
they have grown accustomed in fairly recent income periods. Con¬ 
sumers are likely to resist curtailment of their living standards 
through loss of income by digging into sa\angs and by borrowing. 
In similar fashion, households are not likely to raise their living 
standards immediately in response to increased incomes, when the 
latter carry total incomes to unprecedented levels. 

Sudden changes in individual incomes arising from unforeseen 
tax allowances, bonuses, capital gains, etc., all contribute toward 
an upward shift in the propensity to consume. Of course, such 
things as unforeseen capital losses might have the opposite effect. 

Recent, but temporary, shifts in irwome distribution resulting 
from sudden wage increases coming from profits, sudden price rises, 
etc., would also contribute to short-run efaanges in the position of 
the consumption function. 

Investment and the Marginal Efficiency of Capital 

We have asserted that national income is determined by the 
propensity to consume and the level of investment. Ha\’ing ex¬ 
amined the nature of the first determinant, let us proceed to a study 
of the second, investment. Investment was defined above as the 
purchase of new finished capital goods, plus any net increase in 
inventories or minus any net decrease in inventories. 

What determines the level of investment? Its basic determinants 
are the marginal efficiency of capital and the rate of interest. 
Where these two are equal, the level of investment will be given. 
Before proceeding further, we shall examine the meaning of these 
concepts. 

The Marginal Efficiency of Capital. By the "marginal efficiency 
of capital'’ is meant the anticipated rate of return over its entire 
life on the original cost of a contemplated investment. For ex¬ 
ample, suppose a firm calculated that a given investment in new 
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equipment costs $100,000. Assume further that the firm expected 
this machine to yield a return, net of all costs (such as maintenance, 
depreciation, raw material, etc.) except interest charges, of $5,000 
])er annum. To determine the marginal efficiency of that capital, 
we would simply calculate the ratio (expressed as a per cent) of 
the anticipated annual net yield (i.e., net of all costs but interest 
costs) to the original cost. In the example given, $5,000 divided bv 
$100,000 results in a value of 5 per cent. The marginal efficienev 
of capital in this case is 5 per cent. That is to say, the annual 
expected net yield on the investment of $100,000 is 5 per cent. 

The student should note carefully the emphasis placed on the 
word anticipated (or expected) in the above definition of the 
marginal efficiency of capital. When a producer invests in plant 
or equipment, he ordinarily expects it to have a minimum life span 
of -3 to 5 years, often much longer. In such a case, he can never be 
absolutely certain about the revenues that will accrue from the 
investment. At best, he can only guess, intelligently perhaps, but 
still guess. What factors, then, might be expected to influence a 
producer's guess as to the probable rate of return on a contem¬ 
plated investment? Of necessity, our answer must be short; other¬ 
wise, we should be “stealing in” upon the business-cycle theories 
which we have yet to consider. As with the propensity to consume. 
It seems best to separate the factors influencing the marginal effi¬ 
ciency of capital into short-run and long-run influences. 

Long-run Factors Which Influence the Marginal Efficiency of Capital 

The rate of growth of population operates primarily through 
its effect on the demand for necessities of life, especially that 
lor residential building. The basic needs of a rapidly growing 
population require a larger proportion of capital investment than 
does the demand (say, for personal services) such as is likely to 
characterize a slowly growing or stationary population. Rapid popu¬ 
lation growth also exerts its influence on capital formation in such 
broad fields of investment as municipal and public utilities, etc. 

The growth and development of new territories provides a large 
source of heavy investment activity, too. A high volume of con¬ 
struction activity is likely to arise from the need to provide neces- 



64 


INTRODUCTORY SECTION 


sary transportation facilities (highways, railroads, and transporta¬ 
tion equipment). The rate of residential, commercial, and industrial 
building activity is likely to be relatively high in newly developing 
areas, since they need housing, retail outlets, and manufactures 
which are not easily transported. It should also be clear that a 
rapid rate of territorial expansion is likely to go hand in hand with 
a high rate of population growth, so that effects of these two factors 
will probably overlap. 

Improvements in techniques of production are bound to stimu¬ 
late the demand for new capital goods, particularly if these improN'e- 
ments are of the labor-saving variet^^ A new process whic*h permits 
lower costs of production to one producer often forces his competi¬ 
tors to follow suit, thereby raising the industry’s investment re- 
cjuirenients. The development of new products often provid(\s an 
outlet for new investment activity, especially when new plants 
and or ecjiiipnieiit may have to be created in order to produce the 
new goods. An obvious, if extreme, example in recent times would 
be the automobile. The new demands lor steel which it created 
were responsible for sizable expansions of investment in the steel 
industry. The growth of and investment in new parts factoritvs to 
supply the auto industry, the new demands on the rubber industry, 
the need for greater output in the textile and glass industries, in 
highway con.struction, etc., all tremendously stimulated investment 
activit\. The automobile also provides a beautiful example of how 
technological progress may, of itself, greatly expand the market for 
a product. The lower costs of production which followed the adop¬ 
tion of assembly-line techniques made possible automobile price.s 
so low that they were brought well within the economic reach of 
vast new markets. 

The existing si4pply of capital equipment determines the degree 
to which the above three influences will affect the marginal effi¬ 
ciency of capital. To the degree that existing plant and machinery 
is capable of being used to satisfy new or increased demands to that 
degree new investment will not follow from population growth, ter¬ 
ritorial growth, or technological progress. However, if existing 
capital is more or less fully employed in meeting current demand, 
any further expansion of demand (from the aforementioned factors) 
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will result in new investment. In this same connection, the critical 
role ot inventories must not be overlooked. This is especially true 
when we try to explain business cycles. Inventories often act as 
economic shock-absorbers, strongly damping the effects ot many 
.sudden shifts in demand. At the same time, however, inventory 
lluctuations are also a major source of instability, often providing 
the explanation ot the SV^-year minor business cycles. The role ot 
inventory movements in business cycles is discussed at length in 
CHiapter 9. 

Short-run Jnfluentes on the Marginal Efficiency of Capital 

In the analysis of business cycles, short-run changes in the mar¬ 
ginal efficiency of capital are of great importance to the ups and 
downs of the economy. It will be observed that some of the short- 
run influeiK'es mentioned have alrcadv been discussed in connec¬ 
tion with the propensity to consume. This need not evoke surprise, 
for a given influence may be of the two-edged v'ariety—influencing 
both consumption and investment. 

Short-run expectations as to future movements of costs, general 
pric(\s, and demand are v'ery important. An anticipated rise in costs, 
fall in the price level, fall in the demand for his product, or a com¬ 
bination of these things, will reduce the average businessmairs ex¬ 
pectation of the rate of return from any given investment. Con¬ 
versely, investment will be stimulated if the producer anticipates a 
fall in costs, rise in prices, rise in demand, or a combination of these. 

The significance of short-run shifts in the propensity to consume 
becomes self-evident when we recall that the demand for capital 
goods is at least partly derived from the demand for consumer goods. 
Hence, short-run shifts in the consumption function will, more or 
less, be followed by related movements in investment. 

Liquid assets and changes therein influence to a considerable 
extent the investment decisions of businessmen. Members of the 
business community are dominated by what has been called a 
“liquidity-solvency motive.” The fear of bankruptcy and, even more 
important, the fear of temporary illiquidity (shortage of working 
capital) often act to inhibit a new investment. On the other hand, 
>vhcn the businessman knows his liquid assets to be large in v^olume 
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(and his financial position therefore to be a strong one), ceteris 

paribus, he is apt to say “yes*' to any given investment opportunity. 

Sudden recent shifts in income arising through windfall profits 
or losses, tax allowances or levies, etc., also exert temporary influence 
upon the marginal efficiency of capital. A recent, sudden rise (fall) 
in profits because of rapid rise (fall) in prices relati^'c to costs will 
exert a similar influenc'e. 

Current rates of return on existing investments affect (perhaps 
disproportionately) business expectations. Businessmen often work 
on the assumption that the existing state of affairs will continue in¬ 
definitely, except insofar as they have definite reasons for anticipat¬ 
ing a change. This is really a mode of convenience—a sort of rule of 
thumb—but it is not altogether unreasonable. For it is rather loolish 
to base expectations entirely on a future course of events about 
which we are so uncertain. Hence there is a tendency to project 
existing rates of return into the future, rather than to formulate 
entirely new expectations as to future rates of return. 

Finally, but of considerable importance, are what may be called 
waves of optimism and pessimism. These are themseh es products 
of the uncertainty and lack of sure knowledge which we mentioned 
above. Aware of their own deficiencies of judgment, businessmen 
turn to an examination of the opinions and anticipations of their 
equally uncertain fellows. This results, as one would expect, in 
periods of extreme exultation or deep despair. The natural con¬ 
sequence is that during periods of optimism rates of return on future? 
investments are badly overestimated, while during periods of pes¬ 
simism they are just as badly underestimated. 

The Marginal Efficiency of Capital and the Rate of Interest 

Little will be said about the rate of interest at this juncture. A 
thorough development of the theory of interest will be undertaken 
at a later point. Let it suffice to say here that the interest rate is 
the price paid for the use of loanable funds and is determined, like 
any other price, by supply and demand—in this case, the supply 
of and the demand for loanable funds.'^ 

A detailed discussion of the theory of interest is presented in Chapter 4, 
pp. 139-146 and 179-184. 
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Earlier it was noted that the level of investment is determined 
In the relationship between the rate of interest and the marginal 
efficiency of capital, being determined when the two are equal. 
Let us see what this statement means. 



Investment (in dollars) 

li^ure 16. Determination oj Rate of Im*estment: Wheie Marginal 
Efficiency of €]apital Equals Rate of Interest 

H(‘turniiig to the illustration used in the discussion of the mar¬ 
ginal efficiency of capital, we observe that the annual anticipated 
net yield (before interest charges) on the contemplated imrstment 
was .5 j3er cent. If the producer had to p.ay interest at 3 per cent 
l)er annum on $100,(XX) borrowed funds, it would surely pay him to 
ni\est, for he would make a pure profit of $2,000 ($5,000 — $3,000) 
per year. Similarly, suppose an additional $1(X),000 of investment 
yielded a return (net of all but interest costs) of $4,000 (i.e., 4 per 
< ent). As long as he had only to pay $3,000 as interest for the addi- 
lional $100,000 ( 3 per cent), the producer would continue to invest, 
for he would still make a pure profit of $1,000 per year. Where the 
anticipated rate of return (marginal efficiency of capital) equaled 
the rate of interest, the entrepreneur would stop investing. This 
iicquence of analysis is illustrated in Figure 16. 

In Figure 16, the marginal efficiency of capital is represented 
by the MEC curve, the interest rate by the line i. The latter is taken 
to be fixed at the value of 3 per cent, regardless of the amount 
borrowed by this particular firm. This is in accord with the facts. 
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for no individual firm borrows enough in the capital market to in¬ 
fluence the rates of interest, although it may find its borrowing 
capacity limited. The marginal efiiciency of capital is presented as 
a scJicduIe, showing that as additional iin estineiits are made, the 



Figure 17, imretue in invesiment: RLse in MnrgirutI Efficiency of Capital 
ivith Constant Rate of Inteiest 

anticipated rate of return of each is lower than that accruing to the 
one immediately preceding it. This last fact follows from the law of 
diminishing productivity, the rise in factor prices as more of them 
are employed, and the laws of market demand for th(‘ final product. 
In accordance with our analysis, the level of investment is 07, for 
at this amount the anticipated rate of return (marginal efficiency of 
capital) for the last unit of investment is equal to the market rate 
of interest. 

It follows from the above analysis that a change in the marginal 
efficiency of capital or in the rate of interest, or in both, should 
induce a change in the level of investment. Two limiting cases are 
illustrated in Figures 17 and 18. In Figure 17, above, a rise in 
the marginal efficiency of capital is accompanied by a constant rale 
of interest. The reader will observe that this results in an increase 
in the level of investment. This is precisely what we would expect, 
for an upward shift in the schedule of the marginal efficiency of 
capital means that the anticipated rate of return at each level of in¬ 
vestment is higher than before. Thus investment projects, hereto- 
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fore unprofitable at going rates of interest, now command a sufficient 
rate of return to pay the interest charges on funds l)orrowed to 
finance them. 

Figure 18 graphically describes the case of a rise in the rate of 



Investment (in dollars) 

Figure 18. Decline in Investment: Rise in Inlet est Rate with Constant 
Marginal Efficiency of Capital 

interest, with no change in the marginal efficiency of capital sched¬ 
ule. In this case the IcncI of in\estmeiit falls. Again this is what we 
should expect: A rise in the rate of interest means that in\estinent 
outlets whose anticipated rates of return heretofore were sufficunit 
to cover the interest charges on borrowed funds are now considered 
unprofitable, because they continue to yield the same return in the 
face of higher interest rates. 

By drawing figures for himself, the student will be able to see 
that investment will also rise if the rate of interest declines in the 
face of a stable marginal efficiency of capital, or if the marginal 
efficiency of capital rises faster than the rate of interest rises. Con¬ 
versely, investment will decline if the marginal efficiency of capital 
falls as the rate of interest remains constant, or if the marginal 
efficiency of capital falls at a faster rate than that at which the rate 
of interest falls/* 

In tin's connection, the student should note that the interest rate and 
changes therein will always influence investment decisions, even if the business- 
nian need not borrow his investment funds. The businessman who has sufficient 
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THE ACTUAL DETERMINATION OF NATIONAL INCOME 

Having analyzed the nature of the concepts propensity to con¬ 
sume (and its complement, the propensity to save) and investment, 
we are prepared to discuss exactly what is meant by the statement 
that national income is determined by the nation’s propensity to 
consume and the level of investment. 

The Propensity to Consume and Itwestmefit 

Let ns begin by supposing that the schedules of the marginal 
efficiency of capital and the rate of interest are such that they are 
brought into equality at a level of investment of 35 billion dollars. 
Moreover, let us assume that the propensity to consume of the nation 
is that given earlier in Table 1. (For convenience, this schedule 
is reproduced in Table 3.) 

Table 3 The Propensity to (Consume 
(ill billions oi dollars) 

National Inrnnie Consumption 

50 60 

100 100 

150 135 

200 165 

250 190 

300 205 

We have learned that national income is equal to the sums of 
money spent on consumption and investment. With this in mind, 
let us see what the national income would actually turn out to be, 
given the above propensity to consume schedule and the assumed 
level of investment of 35 billion dollars. With investment running 
at the rate of 35 billion dollars a year, it is obvious that national 
income could not be 100 billion dollars a year. At that level, 
according to Table 3, consumption would be at an annual rate of 

liquid reserves t(i finance his cuiitcmplated investment will compare the return 
expected from the investment with the return possible through lending the 
money at current rates. Obviously, if the marginal efficiency of capital is equal 
to the rate of interest, he will lend—thereby getting the same rate of return on 
his money—capital without having the bother of buying and using new capital 
equipment. 
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10() billion dollars, so that this level of consumption plus the as¬ 
sumed rate of investment of 35 billion dollars would give an annual 
Tiational income of 135 billion dollars. Pursuing the same line of 
reasoning, we can see that national income cannot be 250 billion 



National Income 
(in billions of dollars) 

Figure 19. Determination of National Intome with (".onsumption and 
Investment Schedules 

dollars per annum, either. The propensity to consume indicates 
that consumption would nin at the rate of 190 billion dollais, which 
if added to the 35 billion dollars of assumed investment would total 
only 225 billion dollars. By similar techniques we find that with 
the given propensity to consume and the assumed 35-billion-dollar 
level of investment, the only national income consistent with these 
assumptions is 200 billion dollars. At this level, consumption would 
amount to 165 billion dollars, and this added to the 35 billion dollars 
of investment gives a total of 200 billion dollars. 

The reader may be better able to see this adjustment of national 
income to the assumed level of investment and propensity to con¬ 
sume with the aid of a diagram. Figure 19 shows diagrammatically 
the attainment of the equilibrium level of income just described. 
In this diagram we have superimposed the level of investment on 
the propensity to consume, simply by adding 35 billion dollars to 
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each point on the latter. We may call the rt'siiltiiig curve (C + / ) 
the propensity to spend (on consumption and investment) or the 
spendings hinction. In accordance with the above analysis, the dia¬ 
gram shows that the equilibrium national income will be at the 
level of 200 billion dollars, for only at this le\'el of income will the 
coniliined consumption and inv'estnicnt schedule, tlie propensity to 
spend (C + /), intersect the 45^ bench mark line. The equilibrium 
lt*vel of national income is given at this point of intersection be¬ 
cause any point on the 45' line represents perfect ecpiality between 
national income as given on the horizontal axis and the sum of ex¬ 
penditures on investment and consumption indicated on the vertical 
axis; htmee it conforms perfectly with our earlier analysis that 
national income is equal to the dollar values spent on consumption 
and in\ estment. 

The Propensity to Save and Investment 

A second way of demonstrating how national income is d(*- 
terrnined is by use of the concepts j)ropcnsity to save and invest¬ 
ment. Specifically, we are able to sav that national income is de¬ 
termined by the propensity to sav'e and the level of inv'cstment, t.e., 
by the intersection of these two schedules. It is the writer's opinion 
that this approach may enable the student to understand the nature 
of national income equilibrium better than the method just dis¬ 
cussed (even though they are obviously closely related and yield 
identical results), if for no other reason than the fact that it has 
already been shown that income stability is contingent upon equality 
of current savings and investment. Again, w(* may resort to the 
propensity to save schedule used earlier in Table 2 and reproduced 
below. 


Table 4 The Propensity to Save 
(in billidiis uf dollars) 


National Income Sating 

50 -h 10 

100 0 
150 +15 

200 + 35 

250 + 60 

300 + 95 
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We have learned that national income will be stable so long as 
current savings equal current investment. Keeping this in front of 
ns, let us find out what the national income actually would be were 
the above propensity-to-save schedule the existing one and the level 



Figure 20. Determination of ISational Imome with Savings and 
Investment Sthedules 

of investment again 35 billion dollars. With investment running 
at an annual rate of 35 billion dollars, only a cursory glance at the 
piopensity-to-sa\'e schedule is needed to show that sa\ings and in- 
\estinent are ecpial only at the income level of 200 billion dollars. 
If income were to nin at a higher rate, sav^ings would exceed in- 
^'estment, and we already know that when such a condition prevails, 
income will tend to fall, until savings are reduced to a point of 
equality with investment. Similarly, were income to fall below 
200 billion dollars, the propensity-to-save schedule shows that the 
35-billion-dollar rate of investment would exceed the rate of savings 
forthcoming at any of these lower levels of income. Hence the 
national income would tend to rise, raising with it the rate of 
savings, until the latter is equated with the annual rate of investment. 

It is again possible to demonstrate this analysis graphically, as 
is done in Figure 20. In this diagram the propensity to save is 
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represwted by the curve labeled S, and the assumed level of invest¬ 
ment ifiy tbe line I. The two intersect at a level of income equal to 
800 billion dollars^^tbeifigure obtained in our literary analysis. And, 
as before, gi\ en thean two schedules, this is the only income which 
can be the equilibrium level: that is, the one where stability obtains. 
Examining the diagram, we observe that any income to the right of 
(higher than) 200 billion dollars will result in an excess of savings 
over investment, and income will decline. Any income to the left of 
the point of intersection will produce the reverse situation. Thu.s, 
we can conclude that, given the schedules of saving and investment, 
national income will always tend toward the equilibrium as in¬ 
dicated by the intersection of these two curves. 

One further point is worthy of note. There is nothing sacrosanct 
about any given propensity-to-save (or its complement, the pro¬ 
pensity-to-consume) schedule or any given level of investment. I'he 
equilibrium level of income will tend to be higher (lower) the 
lower (higher) the propensity to save, or the higher (lower) the 
propensity to consume, given the same level of imestmenl. Like¬ 
wise, income will be higher (lower) the higher (lower) the level of 
investment. The student can test the validity of these statements 
himself b^' moving the schedules around in the manner indicated. 

REAL VERSUS MONEY NATIONAL INCOME 

So far the discussion of national income has proceeded solely in 
terms of money income. It is now time to examine the effects on 
real national income of fluctuations in money income. Perhaps 
this issue can be sharpened by asking: Precisely what are the effects 
on production and the employment of resources of disparities be¬ 
tween savings and inve.stment? 

First, let us examine exactly what is involved when, for example, 
savings exceed investment. This state of affairs simply resolves 
itself into the situation where businessmen are getting back less 
than the costs which they paid out in producing the various con¬ 
sumer and capital goods. The costs of production are the incomes 
of the various factors of production. If these latter would spend 
all their incomes, this would suffice to remove the currently pro¬ 
duced consumer and investment goods. If they fail to spend all 
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current income (hoard, repay bank debts, etc.), precisely to this 
extent will producers find inventories piling up on them involun¬ 
tarily. In other words, businessmen find aggregate monetary de¬ 
mand insufficient to justify a continuance of their current level of 
output They will, therefore, tend to curtail output and emplov- 
inent, SO that the fall in national money income is accompanied bv 
a fall in national real income. If the businessmen cut prices (or 
if the general price level falls), the inventories might not pile up. 
Ihit production plans would still be revised downward and the end 
result would be the same. 

What will happen to real national income when investment ex¬ 
ceeds saxings depends primarily on tlie level of employment. 
Where investment is greater than savings, the aggregate eftective 
demand for currently produced consumer and investment goods is 
greater than businessmen have anticipated. In fact, this situation 
means they arc getting back more than they paid out as costs of 
production (by the amount of the excess of investment over savings) 
so that profits are greater than they anticipated. If there is suf¬ 
ficient unemployment of resources, this rise in money income will 
he accompanied by an important increase in production and em- 
])loymcnt and so in real income. As the economy approaches closer 
and closer to full employment of its resources, however, a continued 
rise in national money income will munifest itself more and more in 
the form of rising prices and less and less in the form of rising pro¬ 
duction. 

There remains to be di.scusscd the effects on real income where 
money income tends to be in relatively stable eejuilibrium. Here 
the crucial point is the level of output. If this remains constant, 
along with the constant rate of expenditures, the economy should 
move along unchanged. But if output increases, particularly as a 
result of increased employment of factors of production, and not as 
a result of technological advances, certain depressive influences will 
make themselves felt. This derives from the fact that if the rate of 
total expenditure remains unchanged, the increased quantities of 
goods can only be sold at lower prices. Unless a proportionate 
reduction in factor prices is effected, the price decline nwy act as a 
depressive influence on production and employment. Again, the 
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modern economy exliibits commodity and factor price rigidities for 
various reasons (mainly because of trade union activities, the 
contractual nature of many other obligations, and the presence ol 
monopoly elements in industry), and these may tend to accentuate 
the depressive effects of falling prices/* 

One final point must be mentioned before we bring this dis¬ 
cussion to a close. Although national income is in equilibrium 
w^here the propensity to save and iinestment schedules intersect, 
under no circumstances is this equilibrium of money national in¬ 
come to be construed as one which is characterized by full employ¬ 
ment of a nation's resources. This point was more or less implicit 
in the discussion of the relationships between changes in money and 
real income. Savings and investment may be brought into equality 
at a le\el of national income far below that required for full em¬ 
ployment, if the propensity to consume or inv'cstinent schedules, 
or both, are low enough. Conversely, equilibrium may be aehieved 
at a le^el of money income in excess ol that reejuired for full em¬ 
ployment of a nation s resources. This situation would result from 
a \ery high consumption function or level of investment, or both. 
In such a case, the economy would be confronted with persistent 
inflationary pressures. 

If a gap exists between the savings and investment schedules to 
the ri^ht of the full employment income, with the savings sched¬ 
ule lying belotv the investment schedule, this gap is called the “in- 
flationaiy' gap.'" Any tendency for the national income to approach 
the full employment level immediately creates forces to push the 
national income up again, above the full employment level. The 
forces, of course, are the excess of investment over savings. If, to 
the left of the full employment level of income, a gap exists between 
savings and investment, with the savings schedule lying above the 
investment schedule, such a gap is known as the ‘'deflationary gap.” 
Any tendency for the national income to approach the full employ¬ 
ment level in this case produces forces which bring the national 

' * The precise effect i)f a reduction in factor prices, particularly wagi' 
rates, is actually \ery doubtlul. The pros and cons of wape-rate reductions in 
times of depTC.ssed business activity will be discussed at some length in Chap¬ 
ters 4 and 13. 
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income down again below the full employment level. And, in this 
case, the forces referred to are the excess of savings over investment 
at the full employment income. 

Inflationary and deflationary gaps are simply expressions used 
to indicate the fact that the eqiiilibriiiin level of income lies above 
the full employment level in the case of the former and below the 
hill (Miiployment level in the case of the latter. 
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CHAPTER 3 


FLUCTUATIONS IN NATIONAL INCOME: 
THE MULTIPLIER AND ACCELERATION 
PRINCIPLES 


THE MULTIPLIER 

Chapter 2 was devoted to a demonstration of the fact that na¬ 
tional income was determined by the propensity to consume and 
the rate of investment. The propensity to consume being given, an 
increase in the rate* of investment resulted in an increase in the 
national income.^ It is possible to demonstrate, however, that an 
increase in investment financed by the creation of bank credit will 
raise the national income not by an equal amount, but by a multiple 
of the increment in investment. The multiplier is the name given to 
the numerical coefficient which indicates the increase in income 
which will result in response to the increase in iinestinent. In its 
essence, the multiplier is a ratio expressing the quantitative relation- 

^ The ensiiinj; discussion will proceed in terms of incrcas'cs in inM’.stjiieiit 
and national income. The reader should be aware, howe\er, that wliatexer 
is said of increases applies with equal \aliditv to derreasn in in\estinent and 
income. 

It might be worth while further to note explicitly that all incruinents in 
investment, if they are to induce increases in national income, must be taken 
to be financed out of the creation of new money, presumably bank credit. As 
we saw early in the discu.ssion in Chapter 2, inve.stment that is financed out 
of current sa\ ings .serves merely to maintain national income at the same level 
as existed in the previous income period. The only time that investments re¬ 
sulted in a rise in national income was during those periods that it exceeded 
current savings, and thus involved an injection of new money into the income 
stream. Hence all ensuing references to iticonie-inducitif^ increments in in- 
vestment are meant to imply to the reader the injection of new money into the 
income stream; that is to say, they are financed out of the creation of bank 
credit (or, even, dishoarding). 

78 
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ship between the increase in national income and the increase in 
iii\ estnieiit whicli induces the rise in income." Thus if investment 
(private or public) increases by one billion dollars, and the national 
niconic rises by three billion dollars, then the multiplier is 3 
[thus: (3-billion-dollar increase in income)/(l-billion-dollar in¬ 
crease* in iincslinent) ~ 3J. Similarly, if the increase in income in 
response to the one-billion-dollar injection of new money is 4 billion 
dollars, the innltijilier k is 4; if the increase in income is 5 billion 
dollars, k, the multiplier, is 5, and so on. 

The reader may well wonder whence cometh this magic power 
f)f a dollar of iinestment to induce a rise in income greater than the 
\alue of itself. The n'ason is essentially a simple one. The mul¬ 
tiplier effect is mer(*ly the result of the fact that people who receive 
additional money income* (in our case, the people, or factors of 
production, engaged on th(* new investment project) proceed to 
respend some part of it on consumption. Their expenditures, in 
turn, become additional income to the factors of production en¬ 
gaged in the production of the commodities they consume. These 
latter groups also spend some fraction of their new incomes on con¬ 
sumption, and so on. Each new purchase of consumer goods is 
identical with an increase in the level of consumption. And con¬ 
sumption, we have seen, is one of the component parts (in addition 
to investment) of the national income.* Let us treat this matter 
somewhat more specifically, with the aid of some numbers. 

Suppose there were an increase in investment of $1(X). Let us 
assume, further, that the people engaged on this new investment 
project spend one half of their new income on consumption. As we 

^ Arithim'tically, llii.s rt’latidii.ship may be expressed as foIli)Ws: =■ fc A/, 

wliere A (delta) stands for iiiereases Y national income, k tlie nuiltiplier, and 
i is tlie symbol for investment. From AY — k we get k = AI /A2, i.e., k, 
tlie multiplier, is equal to the ratio of the increase in income to the increase in 
in\x*slment which is rcspon.sible for the rise in income. 

Symbolically, we can desc-ribe this fact in the following manner: 
Y = C + J, where Y, as before, i.s the .symbol for national income, C is the 
symbol for consumption; and 1 .stands lor investment. It tcillows that what- 
f'er increases C increases the national income. If an increment in iiuestment 
A7 leads to successis e increments in consumption by the groups referred to in 
the tpxt, so tliat there is an increase in the total rate of consumption AC, 
then the increase in income AY will be greater than the increase in investment 
hy AC. We would finally have the equation: AY = AC + AI. 
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noted earlier, their expenditures on consumption mean additional 
income to the productive agents employed in the consiinner goods 
industries to the extent of $50 (i.e., V 2 of the original $100). As¬ 
sume that the factors engaged in the production of these consumer 
goods act as the earlier ones did and increase their consumption 
expenditures by one half the increase in their incomes. Then 25 
additional dollars will be spent on consumption. Tliis, in turn, 
means 25 dollars of additional income to people engaged in con¬ 
sumer goods production. If they, too, spend one half of the in¬ 
crement in their incomes on consumer goods, then the rate of con¬ 
sumption rises by $12.50 more, and so on. The reader iiiav recog¬ 
nize that what we have here is an infinite geometric series, of th<’ 
descending variety, namely $100 + $50 H- $25 -}- $12.50 + . . . 
+ 0. The sum of such a series is computed by dividing the first 
term [the original expenditure of new investment funds (= $1(X))1 
by one minus the common ratio. In the illustration at hand th(' 
common ratio was taken to be Thus the sum of the series is 

seen to be $200. The increase in investment of $100, because of the 
successive respeiidings on consumption, caused national income to 
rise by $200. 

We observed earlier that the multiplier was equal to the ratio ol 
the increase in income to the increase in investment. In this case 
the ratio is $2(X)/$100; the multiplier, therefore, is 2. It is possible 
to compute the multiplier more directly. If we sub.slitule for the 
value of the first term the number 1, and divide 1 by 1 minus th(’ 
common ratio we get the value of the multiplier. In our examph' 
the common ratio is 1/(1 — Vli) — 2.* 

The Marginal Propensity to Consume 

Careful examination of the foregoing reveals that the crucial 
factor in determining the value of the midtiplier, k, is the value ol 
the common ratio of the geometric series. The larger its value, that 
i.s, the closer it approaches unity (1), the greater is the value of 

® We have now come to a new stage in our understanding of the multiplier. 
We can now compute it directly with the fonnula: k = 1/(1 — r), where r i.s 
the common ratio in the geometric series. Presently, we shall present this 
fonnula for the multiplier in a stage one st^ advanced. 
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th(* multiplier. As its value gets smaller, the value of the multiplier 
(Inclines. Further examination of the ratio indicates that it is the 
of the increase in consumption to the increase in income. To 
this ratio: (increase in consumption)/(increase in income) we 
the name Marginal Propensity to Consume, MPC.* The 
marginal propensity to consume is the numerical slope of the 
propensity to consume. The slope of a curve measures the rate of 
eliange of that curve. Tlie slope of the propensity to consume (the 
marf^iiuil propensity to consume) measures the rate at which con- 
snni])tion increases as the national income increases. We may 
illustrate the marginal propensity to consume by referring to Table 5 
.nid Figure 21 below, which are based on Table 3 and Figure 14 in 
C;Jiapter 2. 


J'nhle 5 The Marginal Propensity to ilonsume 
^11 aiiunints in billions oi dollars) 


(1) 

(2) 

Ci) 

(4) 

(5) 

\utt(mal 
liu owe 
( Y) 

Consumption 

(C) 

Changes 
in Income 

Changes in 
Consumption 
(AC) 

Marginal 
Propensity to 
Consume 
(Ac;)/(.iY) 

50 

60 




100 

100 

50 

40 

II 

be 

o 

150 

135 

50 

35 

= .70 

200 

165 

50 

30 

= .60 

250 

190 

50 

25 

= .50 

3(K) 

205 

50 

15 

= -30 


The curve C of Figure 21 is the propensity to consume and is 
derived from columns 1 and 2 of Table 5. The slope (marginal 
propensity to consume) of this propensity to consume, from the 
j)omts a to c on the curve, is measured by tlie ratio of the vertical 
distance cb to the hori'/onlal di.stance ah, that is, cb/ah'" Thus, on 

Mathematically, (increase in consumption)/(increase in income) is ex- 
pressed as AC/AY. Substituting in the tonnula for the multiplier given in the 
iootnoLe on p. 80, we gel k - 1(1- ^C/AV). We arc now in a position to 
say that fc, the multiplier, varies directly with the value of AC/AY (the mar¬ 
ginal propensity to consume), which is the common ratio in our geometric* 
•'Cries. 

The ratio ch 'ah is equal to AC 'AY indicated in footnote 4. Tims, mathe¬ 
matically, the marginal propensity to consume (the numerical slope of the 
propensity to consume) is expressed as AC/AY. 
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the graph, as we move from the point a to the point c, tlie marginal 
propensity to consume, MFC, is .50 (or 25/50). In other words, 
given this prope^nsity to consume, when the national income in¬ 
creases from 200 to 250 billion dollars (the increase in income ecpials 



Figure 21. The Marginal Propensity to Consume 

50 billion dollars), consumption increases from 165 billion dollars 
to 190 billioTi dollars (the increase in consumption equals 25 billion 
dollars). The reader may ascertain the marginal propensity to 
consume (for changes in income of 50 billion dollars) in other 
regions of the curve by drawing triangles similar to that shown in 
Figure 21. Reference to column 5 in Table 5 will also indicate these 
values. 

We are now in a position to reformulate the formula for com¬ 
puting the multiplier presented on page 80. There we saw that fc, 
the multiplier, was equal to 1 over 1 minus the common ratio of the 
geometric series. The common ratio, we have seen, turns out to 
be the marginal propensity to consume. As a result, we may now 
state the formula for the multiplier as: fc = l/(l — MFC). From 
this formula it is evident that the size of the multiplier varies directly 
with the value of MFC. In the example given in Figure 21, the 
MFC was .50 (or %). Hence the multiplier in this case is 2. If 
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the MPC were %, the multiplier would be 3. If the MFC were 
the multiplier would be 

It should be clear from the preceding analyses why the value of 
the multiplier is greater the larger is the value of the marginal 
propensity to consume. We noted that the multiplier effect of an 
increment in investment resulted from the successive (though 
dwindling) respendings on consumption out of the increase in in¬ 
come. Whence it follows that the larger the marginal propensity 
to consume, the larger will be the values of the secondary consump¬ 
tion figures and, therefore, the multiplier. 

We have said that if the MPC is the multiplier would be 2. 
This means that an increase in investment of 25 billion dollars 
should result in an increase in the national income of 50 billion 
dollars. Let us see if, in fact, this happens. Figure 22, which is a 
n'production of Figure 17 in Chapter 2, provides us with a demon¬ 
stration llltit this is precisely what does happen. 

Figure 22 indicates that when the rale of inxestment is 35 
billion dollars per annum, the equilibrium level ol national income 
is 2(X) billion dollars, for, as we have seen, it is only at this level of 
national income that the sum of consumption and investment, as 
measured on the s'ertical axis, equals the lev(*l of income, as 
measured along the horizontal axis.'* Let us now add an addi¬ 
tional 25 billion dollars of investment, by drawing a third curve 
(’ -f 7 4- / parallel to the C -h / curve, so that the distance between 
these two curves measure's the 25 billion dollar increment of new 
iin estment. The reader should note that since all three curves in 
Figure 22 are parallel, their slopes are equal. We saw that the 
slope of the curve C (the propensity to consume) between the 
points a and c was .50 (or % )• follows from the parallel relation¬ 
ship among the curves that the slope of the C + / curve between 
the points a and c is also .50. 

Now, observation of Figure 22 reveals that if the rate of invest¬ 
ment is increased by 25 billion dollars when the national income is 
200 billion dollars, tlie national income rises to 250 billion dollars 
an increase of 50 billion dollars.^ This, of course, was to be eX' 
° See Chapter 2, pp. 70-72. 

^Tliat is, the new equilibrium level of income is given at the point d, 
where the C + / -I- 7 curve intersects the 45" line. 
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pected. The MFC of .50 between the points a and c on the C + Z 
curve means that an increase in investment of 25 billion dollars 
will induce 25 billion dollars of extra consumption, so that the 



National Income 
(in billions of dollars) 


Figure 22. The Multiplier Effects of an Increme in Investment 

national income will rise by more than the increase in investmeiU, 
the difference between the two being equal to the increase in in¬ 
duced consumption.” 

The Marginal Propensity to Save 

It is possible to compute the value of k, the multiplier, with the 
aid of a concept very closely related to the marginal propensity to 
consume called the Marginal Propensity to Save, MPS. The mar¬ 
ginal propensity to save is the ratio: (increase in saving)/(increase 

** Tlie attt'ntion of the reader is called to the fact tlmt at low levels of 
income MFC may be equal to or greater than one, but that at some income 
level short of th(' lull employment level it must be Jess than one. If the latter 
were not the cose, the economy would be open to explosive oscillations in 
national income. For with MPCJ one or more in value, the multiplier would 
be infinity. This would mean that the smallest increment in investment 
would lead to a rise in national income of infinity. Before thi.s happened, of 
course, the economy would break down. Since we know that incrc.ibch in in¬ 
vestment do not give these results, we are in a position to say that, for the 
economy as a whole, MFC at some point, at least, is less than one in value. 
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ill income). We may illustrate the MPS by referring to Table 6 
aiitl Figure 23 below, which are based on Table 4 and Figure 20 of 
(chapter 2. 

Table 6 The Marginal Propensity to Save 
(ail amounts in billions of dollars) 


(1) 

(2) 


(4) 

(5) 

\ati(tnal 

SV/i tug 
(S) 

Changes in 

Changes 

Marginal FropensiUj 

hi(onu' 

iV) 

Itu onw 

in Saving 

to Sfloe 

50 

- 10 




100 

0 

50 

10 


150 

} 15 

50 

15 

= .30 

200 

1 .'IS 

50 

20 

.40 

250 

^ 60 

50 

25 

.50 

.300 

-^93 

50 

35 

= .70 

In a manner ai 

lalogons to the 

MPC, the MPS 

is the slope of the 


ju'opciisity to sa\e, measuring the rate of change of the latter. Thus 
it measures the rate at which saving increases as the national income 
increases. Tlie > allies of the MPS are indicated in column 5 of 
Table 6, for 50 billion dollars increases in national income. The 
triangle arh in Figure 23 niea.sures the MPS as the national income 
lises from 200 billion to 250 billion dollars, being, us shown, 25/50 
nr .50(\.). The reader mav ascertain the MPS (for clianges in in- 
eome of 50 billion dollars) in otlier regions of the cur\’e by drawing 
tiiangles similar to that shown in Figure 23. Compare these valiie.s. 
with column 5 of Table 6. 

Earlier, in Chapter 2, we defined saving as the difference between 
income and consumption. The propensities to save and to consume 
were seen to be complements of each other. That is to say, each is 
the difference between income and the other. From these relation- 
si lips we can say that the marginal propensity to save is the dif- 
lerence between an increase in income and the increase in consump¬ 
tion out of this additional income, or MPS = 1 — MPC.'* Thus if 
the MPC is the MPS is if tlie MPC is the MPS is and 

” Aritlmietic'ully, the* relationship between MPC and MPS may be shown- 
in the following way; S = I' — C, where S is the symbol for saving, Y income, 
and C the symbol for consumption. Now -AS = AY — AC, where A is the sym¬ 
bol for small increments. Dividing both sides of this eauatioii by AY, we get 
AS/AY - (1 — AC/AY), AS/AY standing for the marginal propensity to save. 
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s»o on. If the MPS = 1 — MFC, then we can state the formula for 
the multiplier as; fc = 1/MPS. In other words, the multiplier is 
equal to the reciprocal of the marginal propensity to sa\e. Hence 
if the MPS is fc = 3; if the MPS is •*:!, fc - IJ 3 , etc. As the mul- 



Figure 21 . The Multiplier Effects of an Increase in Investment Shoivn 
on a Savings and Investment Diagram 

tiplier varied directly with MPC, so now it is to be seen that it 
varies inversely with the MPS. 

Assume the MPS to be .50 (^). The multiplier, k, is then 2. 
This means that an increase in the rate of investment of 25 billion 
dollars should, as before, induce a rise in the national income of 
50 billion dollars. We may demonstrate this with the aid of the 
savings-investment diagram shown in Figure 23. Given the pro¬ 
pensity to save, S, and the rate of investment 1 (35 billion dollars), 
the equilibrium level of income is 200 billion dollars, for that is the 
only level at which savings and investment are equal. T indicates 
an increase in investment of our assumed 25 billion dollars. With 
this increment in investment, the equilibrium level of income is seen 
to rise to 250 billion dollars, a rise of 50 billion dollars. These 
results accord exactly with those obtained when we used the mar¬ 
ginal propensity to consume to obtain the multiplier effect. We are 
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n in a position to say that fc, the mnltiplier, may be calculated 
iiltenuitively with the use of the formula: 1/(1 —MFC), or the 
ionnula: 1/MVS. 

(.hnugei in the Position of the Consumption Functioti 
ilso Exf*rt MuUiplu^r Effects 

(Changes in th(» position of the consumption function are analo¬ 
gous in their ellecls on national income to shifts in the position of 
the iii\estmeiil selu'dnle. That is to say, shifts in the consiunptioii 
limetioii, too, gi\e rise to multiplier effects, the product of suc- 
cc‘ssi\e rt'spendings on consumption. We have observed that an 
upward shift in llie propensity to consume will give rise to a 
higher le\el of income. As in the case of upward shifts in the 
iinestinent schedule, nioreo\er, the national income will rise by 
Tiion' than tlie amount by which the consumption schedule has 
risen. For changes in the income level brought about by shifts 
in the consumption function indiic<* further changes in consumption 
in precisely the same manner as do shifts in the investment schedule. 
And the (consumption function) induced changes in consumption 
])roduce a multiplier effect in precisely the same mangier as do the 
iiiv'csfincnl-iiiduced changes iji consumption. 

The multiplier effects of shifts in the propensity to consume may 
he seen quite readil)- by referring to Figure 22 in this chapter. 
Suppose that instead of another investment schedule, we had 
superimposed another consumption schedule upon the C I sched¬ 
ule (the propensity to spend). In other words, assume that the 
consumption schedule had been raised by 25 billion dollars 
throughout, instead of the investment schedule. (We might change 
th(» C + f + / curve to read C H- / + C.) This would mean that at 
each level of income 25 billion dollars more will now be spent on 
consumption than before. If we start with the equilibrium income 
of 200 billion dollars, the rise in the consumption function means 
that at this level, a.s at all others, 25 billion dollars more will be 
spent on consumption. Now everything follows as before. The 
25 billion dollar upward shift in the consumption function (desig¬ 
nated by a curve C + / + C in place of C + I + /) indicates that 
national income rises from 200 billion to 250 billion dollars in pre- 
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cisely the same manner as it did in response to the 25 billion dollar 
llhift in the investment schedule. 

tiMITATIONS OF THE MULTIPLIER CONCEPT 

The multiplier, as discussed above, actually represents an ideal. 
That is to say, other things being equal, the value of the multiplier 
would be computed as shown in the foregoing discussions. But 
other things are not always equal, and the multiplier effect may not 
always be as large as it is when discussed under ideal conditions. 
We shall now discuss some of the qualifications which should be 
kept in mind when computing the multiplier as shown abo\'e. This 
will hei^ the reader to gain a better perspective in evaluating the 
role of the multiplier in the fluctuations of national income. 

Neiv Investment Must Be Maintained 

It is necessary to observe, first, that the increments in in\ estment 
have to be repeated in regular time intervals if the iiationaJ income 
is to be raised to the multiplier level and kept there. One injection 
of new investment will raise the national income to the multiplier 
value, but as soon as the multiplier ('fleet has worked itself out, 
ceteris paribus, the national income will fall back to its original 
value. A steady injection of new investment, however, will, after a 
time, raise the national income to the multiplier level and keep it 
there. Let us compare these two methods with the use of numbers 
to illustrate their differences. This is done in Table 7. 

In Table 7 a marginal propensity to c^onsume of Vi (therefore, 
MPS = %) is assumed; the multiplier, then, is 2. An injection of 
$100 of new investment should raise the national income to $2(X). 
Columns (1) and (2) in the table are based on a single injection of 
$100 of new investment. Column (1) consists (if the incremtmt 
of new investment plus the secondary expenditures on consumption, 
each of which is equal to the immediately preceding expenditure 
(which, as we have seen, becomes someone’s income) less the 
amount saved. Summing column (1) we get the total of the in¬ 
crement in new investment plus the successive increments in con- 
isumption, which is $200. However, if nothing else happens, once 
this multiplier effect works itself out, the national income will 
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i rt ecle to the level existing prior to the injection of the $100 of new 
investment. 

Table 7 The Multiplier: Effects of a Single Injection vs. a Steady 
Injection of h/eic Investment 

SlN'f.l.l': INJECIJON STKAnV INJECriON 


'1 IIIOI) 

( I ) 

( 2 ) 

(?*) 

( 4 ) 


Amount Spent 

Amount Saved Amount Spent 

Amount Saved 

1 

$ 1()0 

$50 

$100 

$ 50 

2 

50 

25 

150 

75 

3 

25 

12 50 

175 

87.50 

4 

J 2 . 5 () 

6.25 

187.50 

93.75 

5 

6.25 

3.13 

193.75 

96.87 

6 

3.12 

1..56 

196.88 

98.44 

7 

1.56 

.78 

198.44 

99.22 

S 

.78 

.39 

199.22 

99.61 

n 

.30 

.19 

199.61 

99.81 

in 

.20 

.10 

199.80 

99.90 

11 

.10 

.05 

199.90 

99.95 

12 

.05 

025 

199.95 

99.98 




200.00 

100.66 

If the national income is to remain 

at the $200 higher level. 

( olumns (3) and (4) indicate that the $100 of new 

investment has 

tu be 

repeated during the successive 

income periods, until the 

niiiltipl 

ier has had time 

enough to work itself out. 

E\entually, as 

seen in 

(3), the rise in national income resulting from the succes.sive 


■^l(X) injections of additional investment will be $200 per period. 
That is to sav, the stradif injection of $100 of new investment enables 
the national income to rise in amount equal to the multiplier value 
and stay there. 

It is to be noted that the amount going into saving in each 
l^criod gets successively larger, until, finally, it begins to equal 
(and, if we had carried it through long enough, would equal) the 
increment of new investment being injected in each period. When 
the amount saved in each period equals the amount of additional 
investment in each period, each periodic injection of new inxest- 
ment will succeed only in maintaining the national income at the 
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$200 higher level, and no more. Bnt these injections of new invest¬ 
ment have to be maintained to offset the $100 of savings which are 
forthcoming when the national income is at its new ($200 higher) 
figure (under our assumption that MPS ~ Y^). Failure to do so 
would result in savings exceeding investment, so that the national 
income would eventually decline to its former level. 

Lags and Income Periods 

In the discussion surrounding Table 7 above, the first hint was 
thrown out of another modifying characteristic of the pure theory of 
the multiplier as discussed in the first parts of this chapter. As 
we first discus.sed the multiplier concept, the impression may have 
been conveyed that the multiplier effect takes place in an instantane¬ 
ous fashion. Table 7, however, introduces the concept of periods. 
This is as it should be, for actiiallv there is a time lag (interval) 
between the receipt of income and the spending of it, and also be¬ 
tween the spending and its reappearance as income. Thus con¬ 
sumers who receive additional income are not in the habit of 
responding the incoiiK* immediately. This lag is probably fairly 
short, however. More important is the lag between the receipts 
from sales by retailers and the producers in the various stages of 
production and the disbursal of these rc'ceipts to the factors of 
production, for the production processes are time c'Oiisuming. 

We may call the lapse of time between successive e.xpenditures 
on consumption the multiplier period. This is the period of time 
during which the receipt of new income induces secondary expendi¬ 
tures on consumption. The ultimate eflect of an increase in invest¬ 
ment depends, we have seen, on the size of the multiplier. The 
multiplier effect, however, may take more than one year to work 
itscjlf out. If we wish to observe the effect of an increase in in¬ 
vestment on the national income, say, for one year, we have to 
turn to the multiplier period. The greater the length of this period 
the fewer the secondary expenditures on consumption in any one 
year; hence the smaller the rise in national income in this yeai'. 

^®Tlie discussion of the multiplier carried on c.irlier in connection with 
Figures 22 and 23 sliould now lie coii.strued as meaning that the increment of 
25 billion dollars of new investinent is a continuous one. 
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I'lit in other words, the longer the multiplier period the larger the 
iiiiinber of years necessary for the multiplier to work itself out.“ 

Once we cease treating the multiplier as a timeless, instantaneous 
H'lationship, but instead introduce the element of time intervals 
l)ctweeij the secondary consumption expenditures, certain interest¬ 
ing problems present themselves. These problems may be sum- 
inariz('d under the term "leakages,” and it is to these problems that 
we shall now give oiir attention.^- 

Leakages 

All of the money that potential consumers receive as income 
may not be spent by them on consumption. We have seen that 

Tlit‘ necfShity of discussing the niultiplier more realistically in tenns of 
time periods, rather than instantaneous adjustments, has led to widespread 
conhisioii of the multiplier concept with the concept of tlie circular, or income, 
\eloci(y of money. Tlic income velocity ol money is the average nimihcr of 
times a dollar makes the rounds from income r(‘cipiciit to income recipient in 
the course ol a year. This v’ahie is computed by div'iding the national income 
lor a given year by the amount of money in circulation. An income velocity of 
'1 would thus mean that u complete circuit flow of money from income re¬ 
cipient to income recipient takes, on the average, tliree months; an income 
velocity oi 2 would mean that si\ months elapse, on the average, before a 
dollar spent by one income rceipiciii becomes income to another, that is a 
dollar, on the average, makes 2 circ*uils a year from iiicoiiit recipient to income 
recipient. A niultiplier of 2, on the other hand, means that an increase in iii- 
vcstiiiciit will lead to an increase in the national income of twnce the amount 
of the original investment, but not necessarily within a year. 

The differences bi’twecn the tw’O concepts are rather proiiouiu‘cd. Income 
velocity is a time concept, relating to consumption per unit ol time; the 
multiplier relates to consuiiiptioii per unit of inromc. Moreover, circuit velocity 
refers to the average circuit flow of all money in circulation, while the iiiiilti- 
plicr is concenicd only with the circulation of additional money reflecting 
the increment in investment. Tims the multiplier is concerned, in a sense, with 
the marginal velocity of money. Finally, the income velocity would include the 
amount that is saved out of income in each period; the multiplier ignores 
these sav ings. 

One problem to which we can give only scant attention in a book 
of this kind arises out of an assumption which has been implicit in the cli.scus- 
siori of the multiplier up until now. Wc Inwe assumed that the rate of in¬ 
jection of new iinestniciil has been constant. If the level of investment is, 
in fact, variable, the rise in national ineonie is not a simple multiple of the 
increments in investment. However, the longer the time period which is 
allowed for computing the multiplier effect the more nearly will income be a 
multiple of (even) a varying level of investment. For a detailed discussion of 
the treatment of this problem, sec H. M. Goodwin, “The Multiplier,” in The 
New Economics, S. Harris, ed. (New York, Alfred A. Knopf, 1947), pp. 389— 
491. 
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a portion (varying with the MPS) of received incomes may be 
saved. If these savings are invested, of course, the national income 
will rise by more than is indicated by the value of the multiplier. 
We shall examine this possibility in detail when we consider the 
“acceleration principle” and its relation to the multiplier. 

However, the saA’iiigs may not be invested. Consniners ina) 
anticipate a fall in prices. They may be pessimistic about their 
future employment and incomes. Businessmen may be thinking in 
terms of a low marginal efficiency of capital, and not borrow. 
Potential lenders of funds for investment purpose’s mav anticipate 
a rise in interest rates (and thus a decline in capital Nalnes, in¬ 
cluding bond prices), and for this reason prefer to hoard their cash 
balances rather than lend them.** For all these reasons savings mav 
be hoarded, thus providing a “leakage” from the income stri'am. 
The use of savings to repay old bank dc’bts will also provide a source 
of leakage from the income stream. S<)me part oi the n(*w incomes 
may simply offset payments fonnerly nxjcived as charity or relief 
payments. Another part of the incomes may be spent on imports, 
wliich provide at least a short-run leakage, until the increased 
imports serve as a stimulus for increased exports. Or if the in¬ 
creased expenditures on investment cause a ris(‘ in prices of con¬ 
sumer goods, part of the increased ^noneij expenditures will be 
drained off in the form of decreased purchasing power. 

All these pos.sible leakages constitute potential diversions from 
the income stream of the money injections resulting from the ex¬ 
pansion of new investment. The new money brought into the in¬ 
come stream by the act of new investment, then, will not nc’ces- 
sarily all become secondary income to agents of jiroduction, to be 
respent by them on consumption, c’tc. Some of it may “leak” awav. 
To the extent that this happens, the multiplier eflect of new invest¬ 
ment will not be as great as first appeared when we did not take 
cognizance of leakages. Any attempt at calculating the multiplier 
effect must take account of these leakages if the estimates are to be 
at all accurate. 

Of cimrse, businessmen who provide theni.selves with their own capital 
may utilize sales receipts simply to build up their cash balances or pay off bank 
debt rather tfian reinvest them in inventory and capital equipment, rtc. A de¬ 
tailed discussion of hoarding may be found in Chapter 4, pp. 139-144. 
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One other point is worthy of note in this connection. When we 
speak the multiplier effects on national income of changes in 
investment, we are referring to net investment. It follows that we 
must be sure that any act of investment in some sector of the 
economy is not offset by a decline in investment somewhere else in 
the economy. Such a decline in investment will have a multiplier 
(‘fleet also, so that national income will also decline by more than 
the fall in investment. Hence an act of investment cannot, alone, 
he taken as an act of net new investment. Such an act of invest¬ 
ment may have “unfavorable repercussions” on investment else¬ 
where 

(a) hv raising })rices of material and labor; (h) by raising the interest 
rale, l)ecaiise ot the method of financing employed; (c) f)wing to “reper¬ 
cussions” on the psychology of hnsint'SSTnen, when, for example, an in- 
tlease in tlu* rale of Government investment is financed hy a budgetary 
deficit, shaking the confidence of thost' who hclicvc government expendi¬ 
tures should he financed along principles of “sound finance”; (d) through 
iiiif.ivorahle influences on the international balance of trade and pay¬ 
ments,^ ^ 

It is also possible that an act of iiwcstmemt will induce supple- 
nicntanj acts of inv estment, .so that in some s(‘nse, the original act of 
mvcstmciU should not be considered nci new investment by itself. 
During a depression, for example, a spurt of investment in some 
s(‘ctor of the economy, priv ate as well as public, may well act as a 
stiinnlns to further investment elsewhere, by engendering feelings 
of optimism about the future, and thus raising the marginal efficiency 
of capital. Thi\se additional investments may be considered as 
liaving been induced directly by the original acts of investment or 
indirectly by the secondary consumption expenditures induced by 
the initial acts of investment. 

The Possibility of Cyclical Variation in the Marginal Propensity 
to Consume 

Heretofore, we have assumed that the marginal propensity to 
consume is constant. If the marginal propensity to consume should 

Cf. Haberler, Prosperity and Depression (Lake Success and New York, 
United Nations, 1946), pp. 227-228. The effects on international trade of 
changes in investment are discussed in Chapter 10. 
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^'ar^^ then, of course, there is nothing stable about the value of 
the multiplier, such as we may compute from a gicrn value of the 
marginal propensity to consume. 

On certain a priori grounds we might expect the marginal pro¬ 
pensity to consume to vary cvclically in value, This cyclical \aria- 
tion might be traced to such factors as changes in the distribution 
of income; consumer expectations about future income; perhaps 
the rate of change of income, a factor which could be a significant 
influence on consumer expectations; and, also, cumsumer income 
of the immediate past, which establishes the standard of living 
of the various households. 

All recipients of income do not ha\'e the same marginal pro¬ 
pensity to consume or save. ThcTcforcs a chaiige in the distribu¬ 
tion of income would be expected to c'ause some change in the 
marginal propensity to consume. The major source of change in 
the distribution of income during the Imsiness cycle is flucUiations 
in profits. Profits and speculative incomes are notoriously the most 
fluctuating component of national income. During periods of rising 
national income, profits rise sharply; they also fall sharply in periods 
of declining income. Business firm.s, the immediate recipients ol 
profits, ordinarily have much higher jnarginal propensities to sa\'t‘ 
than households. Those consumer groups who later share in .some 
of the profits in the form of dividends are also ktiown for their 
comparatively high marginal propensity to save; the' holdcTS of 
shares^ of stock are inevitably the high-incomt* groups, the groups 
whose (marginal and average) propensity to consume is low 
enough to enable them to save for the purchase of stocks. What has 
been said of profits applies to speculative incomes as well, for 
these, too, accrue primarily to business firms and high-income 
groups. 

With the distribution of national income moving in favor of 
business firms and high-income groups through the upward sweep in 
profits during periods of cyclically rising national income, we may 
expect a tendency for the marginal propensity to consume to fall 
during these periods. On the other hand, there is some reason to 
believe that the marginal propensity to consume of middle- and 
low-income households will tend to rise for a limited time in periods 
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ot cyclically rising national income. Exactly when this happens will 
depend in large part on the length and depth of the preceding de¬ 
pression, for reasons we shall now examine. 

Of fundamental importance in determining the amount that 
consTimers will spend out of increments in income are the living 
standards from which they have fallen during the period of low 
income. If these groups ha\e l)een forced hv unemployment and/or 
rt‘dMced incomes to lower their liv'ing standarrls well helow the plane 
to which they had grow'u firmly accustomed in the previous pros¬ 
perity, w^e may expect them to spend the Indk of new income on 
consumption until they regain their pn^depression living standards. 
l'h(Mealt(M\ the amount spent out of cv'clicallv rising income (that is, 
what \yv may c*.dl the short-run marginal propensity to consume) 
IS likely to fall, pending adjustments to unprecedented living 
slandtirds, especially if the rise in national income is rapid. 

However, these' attempts to regain former living standards are 
likt'ly (o he influenced a great deal by the exti'nt to which con¬ 
sumers have gone into debt during the depression in an effort to 
minimize the reductions in their living standards. The longer and 
deeper the ch'jiression, the more into debt they are likely to have 
gone. Coming out of a long period of depressed income, these 
groups may be forced, for some time, to devote a large portion of 
increased income to the repayment of debt; such action, of course, 
will temporarily reduce the value of the marginal propensity to 
consume. After the debts are repaid, the value of MFC will tend 
lo rise, falling again after previous peak living standards have been 
r(*ached. 

Also playing a large role in dett*nnining the amount of addi¬ 
tional income that consumers will respend on consumption is their 
state of expectations. The more optimistic they are about the pros¬ 
pects of the continued maintenance of the source of additional in¬ 
come, ceteris paribus, the more they will tend to spend out of the 
increments in income. These expectations are also likely to be in¬ 
fluenced by the duration and depth of the preceding depression and, 
in addition, by the rate of increase of income, with the degree of 
optimism about the future tending to vary inversely with the former 
and directly with the latter. Ceteris paribus, we may expect the 
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\'alue of MFC to rise somewhat in value (for a limited period, of 
course) as people grow more optimistic about the future. 

In periods of declining income we may expect the marginal pro¬ 
pensity to consume to tend to fall somewhat in value. The extent to 
which it does fall will depend on such factors as the amount ol 
savings of consumer units, the length and depth of the downswing 
and depression, the state of their expectations, and the extent to 
which they are willing and able to go into debt to maintain their 
living standards. 

With profits and speculative incomes declining most sharply, the 
distribution of income tends to move somewhat in the direction of 
groups with lower marginal propensities to save. However, house¬ 
hold groups may be expected to resist reductions in their living 
standards by digging into savings and going into de])t.^’’ But, 
there arc limits to this line of recourse by consumers. If the national 
income declines steadily over a prolonged period (or if it falls 
sharply and rcMiiains at comparatively low levels), consumption will 
(*\'entually drop off sharply (the marginal propensity to con.sume will 
get larger), for savings will be exhausted, limits to borrowing will 
be reached, and households will become increasingly pessimistic* 
about the future. This will be true primarily of consumption of 
consumer units in the middle- and low-income brackets. 

On the basis of the foregoing reasons, we have grounds for be¬ 
lieving that the value of the marginal propensity to consume ma\' 
vary somewhat in the course of cyclical movements of the national 
income, but probably with time lags. To the extent that it rises, it 
it does so at all, during cyclical upswings, it will tend to accentuate 
the multiplier eft(‘Cts ol increases in investment over limited portions 
of the upswing. And to the extent that it rises in value during 
periods of prolonged depression, the multiplier effects of declines in 
investment will be greater at later stages of a downswing than they 
are at early stages. 

However, we are not at all sure of the extent to which the mar¬ 
ginal propensity to consume rises during periods of upswing in 

This means, in effect, that the niarj;itial propeii.sity to ron.-iume gets 
smallcT, denoting that u decline in invcsttiient will have less of a damping 
effect on national income. 
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national income and falls during periods of downswing. After all, 
wc have noted two opposing tendencies. In periods of rising in- 
c’i)me, upward pressure on the marginal propensity to consume may 
he expected to result from effort.s of low- and middle-income groups 
to regain predepression living standards. Downward pressure, how¬ 
ever, will result from the tendency of the distribution of income to 
move in favor ol business units and high-income groups. We are 
jiot at all certain which efiect is stronger, and to what extent. The 
same opposing tendencies are at work during downswings. The 
swing in income distribution toward the middle- and low-income 
groups ex(*rts an upward pressure on the marginal propensity to 
consume, while efiorts to maintain living standards tend to reduce 
its x alue. In this case, we may expect the lattc*r effect to outweigh 
the lonner, if for wo other reason than the fact that the favorable 
redistribution of income helps the lower- and middle-income groups 
to resi.st tlie inroads on their living standards. -Vgaiii, however, we 
are at a loss for ways of evaluating the precise* movements in the 
value of this coefficient. 

Given the kind of .statistical material that is prcvsently available 
(or lacking), we have no way of dcterinining, in any accurate 
manner, the nature and extent of the movements in the value of the 
marginal propensity to consume in the course of the cyclical move¬ 
ments in national income. Moreover, because of the conflicting 
force's at work on it, the cvx'lical cliangcs in this value may be vei-y 
small. On both of these counts the assumption of a constant mar¬ 
ginal propensity to consume must be taken as the best approxima¬ 
tion to reality available.^” 

One final point should be noted. The multiplier is probably in 
need of a more sharply defined income period than has been ac¬ 
corded it heretofore. I’here is some empirical evidence which in- 


^‘'As often happens wlien making assumptions, the (methodological) 
‘jnestion is not so miieh whether the assumption is precisely correct, but 
whether it is a suflieieiitly good approximation to the facts to be useful, 
Assumptions are often necessary to reduce a problem to manageable propor¬ 
tions. The most important question to be raised in connection with them 
is their lusefulness in enabling us to arrive at eonclu.sions sufficiently close 
reality to enable us to predict. Whatever empirical evidtjnc'e exi.st5, meager 
‘is it is, supports our belief that this is tlie case with regard to our assumption 
*)1 stability of the marginal propensity to consume. 
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dicates that the longer the time period allowed in calculating the 
propensity to consume, the flatter it becomes. Thus a consumption 
schedule which is plotted for a j^eriod of ten years or so display's a 
tendency to be linear (straight), whereas one plotted for a period 
of a year or two appears definitely to be curvilinear. These results 
mean, in effect, that the marginal propensity to consume (the slope 
of the propensity to consume) changes with varying time periods, 
tending to approach constancy and to be higher in value as the tiiiu* 
period over which the propensity to coiLsuine is calculated grows 
longer. Therefore, one may need to bear in mind soint* specific time 
period when referring to or attempting to utilize some value ol MFC 
for estimating a \alue for the multiplier. 

Conclusions 

The foregoing discussion of certain (]nalifications to bt* kept in 
mind in discussing the multiplier concept should not be constru(*d 
as meaning that this concept is without valid use. On the contrary, 
it is of the utmost importance. For it represents an attempt to stati* 
in quantitative terms that fluctuations in the rate of investment result 
in greater than proportional fluctuations in national income and 
employment. The fact that we cannot always ascertain the \alue 
of the multiplier in exact terms means only that there are certain 
limitations in our statistical knowledge. These gaps we can expect 
future statistical studies to fill. They do not mean that we should 
ignore this very important relationship between investment and 
national income. A knowledge of the multiplier turns out to b(* 
of vital importance, for example, from the standpoint of public 
policy. It is important in connection with the role of government 
investment during the course of the business cycle.'* If the go\'- 
ernment, let us say, is desirous of expanding its outlays to fill the 

^^What lias bet-n described in the forecning lias been varinusly called 
the inve.stment multiplier, the eniplciyment multiplier, the money income multi¬ 
plier, among other terms. Another important application of the multiplier lies 
in its use in evaluating changes in a nation’s balance of foreign trade. Used 
in this connection, it is called tlie foreign trade multiplier. This use of the 
multiplier is discussed in Chapter 10. 

All of these uses of the multiplier seek to gi\T quaiititati\ e expression 
to the ultimate cumulative effect on income of increases in money outlays 
of one kind or another. 
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^iip between the actual level of income and the full employment 
](‘\el, it obviously should not increase its spending by an amount 
equal to the difference in the two income levels. Cognizance must 
be taken of multiplier ettects. Otherwise, the national income might 
be pushed up past the full employment le\cl, precipitating the 
economy into a state of inflation. 

Sole ou the Precise Shaf}e of the Consumplioti Function 

EAainination of the consumption function as it has been drawn in 
this and the preceding chapter indicates that certain assumptions 
lia\e been made about the shape of the (sbort-riin) propensit)' to 
(jaiMiine. The consumption function in the various diagrams con¬ 
taining il has been assumed to increase at a decr('asing rate; in other 
words, the slop(‘ of the function, that is, the marginal propensity 
to consume, gets smaller as the national income rises. This as¬ 
sumption has, at times, been questioned. Most empirical studies of 
th(* consumption function indicate it to he linear, that is, a straight 
line. However, most of the linearity of the statistical consumption 
hmctions probably results from cyclical and secular changes in the 
static) consumption function as wc ha\e drawn it. Often it is the 
result of statistical oveisimplification. A .slightlv cursilinear func¬ 
tion fits many of its consumption-income time series as well as a 
straight line. 

Perhaps the best generalized theoretical proposition that can 
be made about the precise shape of the (short-run) consumption 
iunction is the following: In the course of recox ery from depression 
incomes, the increases in consumption and income tend to Ix" 
e(|ual, that is, the marginal propensity to consume approximates 
unity. This describes the fact of hasty attempts of people to re¬ 
cox er their pn^depression fixing standards. Put more accuratedy, 
uo lag is necessary for people to adjust to higher incomes, because 
diey already have experienced these incomes in the preceding 
prosperity. However, once the national income reaches the level 
attained at the peak of the previous prosperity, we may expect the 
short run consumption function to decline in slope; in our terrni- 
nology, we may expect the (short nm) marginal propensity to 
consume to decline in x alue. This fall in xalue of the marginal pro- 
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pensity to consume describes the comparative inability of consume] 
groups to adjust readily to higher, unaccustomed living standards 
As the national income, exhibiting the unexploited gains in pro¬ 
ductivity made in the pre\’ious depression, shoots past the income 
peak of the previous prosperity, we mav expect tlu' further incre¬ 
ments in consumption to be temporarily less than the increases in 
income, pending the adjustments to higher living standards. The 
extent to which the short run marginal propensity to eoiisiime will 
decline will vary directlv with the rate oi growth in the national 
income. The faster the national income increases, the less time 
consumers ha\e to adjust to higher living standards. 

Of course, the generalization just made is subject to the many 
qualifications made earli(T in the discussion ol the cyclical behavior 
of the marginal prr)pensity to consume. Nonetheless, the present 
writer belie\es, that, as a general theoretical proposition, it is as 
good an approximation to realitj' as there is, subject to the afore¬ 
mentioned qualifications. At the same tim(\ however, it is likely 
that the /ong-rnn consumption function, one which allows time for 
consumers to adjust to higher levels of income, is probably linear 
and passes through the origin, indicating that consumption and 
income increase proportionally (though not equally). Given time, 
people eventually adjust to higher planes of living. 

Once full einplo\ ment is reached, the rate* oi growth of national 
income will be sknved down and limited by such factors as tlu‘ 
rate of population growth (or labor supply), the rate ol technologi¬ 
cal progress, and the rate of accumulation of capital. A slower rate 
of growth of national income may well enable consumption to rLsc* 
proportionately to the growing national income, that is, to rise 
along the long run, linear consumption hiiictiou, whose slope 
(marginal propensity to consume) is apt to be higher than that of 
the short run consumption function because of the added time 
allowed to enable people to adjust their living standards upwards. 
However, when national income declines cyclically (say, because of 
a decline in investment), consumption will not decline propor¬ 
tionately, that is, along the long run consumption function, but 
rather will tend to fall less than proportionately, along a short run 
propensity to consume whose slope (MFC) is less than that of the 
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long run consumption function. This is the product of the afore¬ 
mentioned efforts of households to resist cuts in living standards in 
tlie face of falling incomes. 

Thus we might say that irt the downsu in^ phases of the business 
cycle, the slope (MFC) of the short run consiiniption function, 
along which c-oiisumption declines in downswing phases, tends to 
be smaller than that of the long run consumption function. In the 
initial stages of the cyclical upsuinp^, the slope of the short run 
propensity to consume, along which consiiniption rises in the early 
stages of the upswing, may well be higher (and even approach 
unity) in value than that of the long run consumption function, 
hei-ause of the eflbrts of household groups to regain their pre- 
depression living standards as quicklv as possible. However, if 
national income shoots past its preNious peaks >\hile large amounts 
of uiiemplovi'd factors still remain, the ratt‘ oi growth of national 
income is likely to be too fast for consumers to adjust to higher, un- 
ac'custonied living standards. 1'his means, in effect, that the slope 
of the short run propc'iisity to (‘ousume, along which consumption is 
temporarily continuing to rise, will fall in \’alue b(‘Jow that of the 
slope of the long run consumption Innction. Once lull employment 
is reached, however, the rat(‘ ot growth ol national income will be 
slowed down considerablv- This fact will enable households to 
adjust their li^'ing standards much more easily to their rising in¬ 
comes; in other words, consumption will now commence to rise 
along the long run consumption function.’'' 


the ACCELERATION PRINCIPLE 

yutO}wmotis and Indiited Iiwestment 

The sources of the demand for new capital goods, that is, net 
investment, should properly be broken clown into two categories. 
The first category is best labeled autonomous invi^stment. Autono¬ 
mous investment is that which is based on the sul)jecti>'e expecta- 

”'F()r an exirllont disi-iissioii nf short and king run aspects of the eon- 
sumption function, see James S. Diicsenberry, Income, Saving, and the Theory 
<)/ Consumer Behavior (Cambridge, Mass., Ibirvard Univeisity Press, 1949), 
^'hapters III, IV, and V. For other material on tlie same subject, see the 
relerenc-es at the end ot Chapter 2 in this book. 
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tions of enterprisers with respect to the dynamic forces of growth. 
In Chapter 2 we included among the growth factors of an expanding 
economy such plienoinena as population growth, technological 
progress, future markets, territorial expansion, etc. Inxestment ac- 
ti\itv based on these dynamic factors of growth is viewed as 
autonomous because these factors are themselves independent ot 
current economic phenomena; in fact, we mav sav that they largely 
determine the \ allies of economic variables that will be current at 
some time in the future.^'* 

Investment which is based on these growth factors must also be 
independent of the current state of economic activitv. Autonomous 
investment activity is the type we ha\'e assumed in the discussion 
up to this point. I'his is evident from the horizontal type in\estment 
schedules drawn in all the diagrams showing the determination of 
national income, both the savings-investment and 45 liiu* ones. 
The horizontal iin e.stnient schedules implied that whether th(‘ 
national income was high or low, the rate of investment was the 
same. Such a relationship between national income and invest¬ 
ment, in turn, implies that the rate of investment assumed must have 
been determined bv factors other than the current state of national 
economic activity; these other factors art* the growth factors. 

The reader should note, however, that although autonomous in¬ 
vestment is not influenct*d hy current national income, it is a basic 
influence on the level of national income itself. This, too, is evident 
from the national income diagrams. For the iine.stment scht*dules 
assumed in these diagrams were, togetht'r with the propensities to 
consume or save, one of the two basic determinants of the equi¬ 
librium national income. 

Let us examine’ a couple of examples which illustrate the work¬ 
ings of autonomous investment. The treine’iidous expansion of 
railroad building into the we^steni part of the LInitt*d States from 
about 1840 until the end of the third quarter of the eighteen hun¬ 
dreds is a good case in point. Here were projects which repre*- 
sented huge sums invested in roadbeds, rails, transport ecjuipinent, 

However, tboiit;h the growth factors are independent of the present 
economy, they do influence it through their effects on the current rate of 
investment. 
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terminal building, etc. These enormous amounts of investment 
were the product primarily of two of the factors of growth, namely, 
territorial expansion and technological progress. The vast amounts 
o( new territory that were awaiting development in the western part 
of the United States oifered a great inducement to men of imagina¬ 
tion to take advantage of the revolutionary technique in transporta¬ 
tion which had only recently been developed—the railroad. A 
second example is to he found in the enormous amount of inxest- 
ment which was embodied in the electric utility and automobile in¬ 
dustries during the first quarter or so of the twentieth centurv’. 
Tlxese, of course, were the embodinxeuts of technological dcvelop- 
inimls whic h permitted the mass production ol electricity and auto¬ 
mobiles. 

The tremendous amounts of investment in railroads in the middle 
portion of the nineteenth century and in the electric utility and 
automobile industries in the early part of the twentieth century were 
obviously the outgrowth of factors which had nothing to do with 
current national income or current consumption—this despite? the 
fact that consumption might seem to be the end product of all pro¬ 
duction. Although all investment projects appear to have con¬ 
sumption sales as their ultimate goal, it is not always fruitful, from 
the point of view of economic analysis, to link all current invest¬ 
ment with consumption which is taking place currently. Tlie con¬ 
nection betv^^een the rate of consumption in the western part of the 
United Stales and the construction of the railroads into the west in 
the nineteenth century must have been very tenuous, indeed. These 
huge inv'estmeiit projects were based, rather, on the subjective esti¬ 
mates of the businessmen inv^olved regarding the development of 
the west far into the future. As such, they may be properly de¬ 
scribed as independent, or autonomous, of the level of national in¬ 
come current at the time of their construction. We repeat, how¬ 
ever, that while these investment projects are not influenced by 
current economic activity, nevertheless, they are an important in¬ 
fluence on, or determinant of, the current national income itself. 

In addition to autonomous investment activity, there is a second 
category of investment activity which does stem directly from 
current movements in the national income. Such investment is 
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described as induced investment. That is to say, high national in¬ 
comes are likely to stimulate investment, low national incomes 
to damp such activity. The reason is fairly simple. National in¬ 
come, as we have seen, consists of current sales of consumer goods 
and capital goods, i.e., consumption plus investment. A business¬ 
man who invests in capital equipment, whether for consumer goods 
production or, in the case of capital goods producers, to produce 
more capital goods, is going to relate his demand for such equip¬ 
ment to his expected level of sales. The durability of capital goods 
makes it imperative that he take account of sales in future years as 
well as those in the present. Because of all the uncertainty attach¬ 
ing to the future, however, the best barometer for estimating future 
sales is apt to be current sales, that is, the current demand for the 
businessman’s product. Hence the higher the national income (the 
sums spent on consumption and investment), the greater is likely 
to be the level of induced investment activity.A similar line of 
reasoning indicates falling national incomes are likely to induce a 
decline in investment activity. It is the induced category of invest¬ 
ment with which the acceleration principle is concerned. 

Secondary Consumption and Induced Investment 

In the discussion of the multiplier, we spoke of increments in 
investment and the successive respendings of the new money which 
gave the multiplier effect. 7’he secondary expenditures on consump¬ 
tion, however, may, in and of themselves, induce further incre¬ 
ments in investment. This follows from the fact, as we have just 
observed, that the demand for new capital goods on the part of 
businessmen is, in part, derived from the current demand for con¬ 
sumer goods. 

Fluctuations in the demand for consumer goods lead to similar 

-“Tlie rcad(T may be confused by tlie fact that investment seems to be 
induced by in^'estrneiit. Thus an inercasc in that part of national income con¬ 
sisting of in\estment appears to induce further investment. This sequence of 
events, howev'er, is u very real one. An increase in the demand for capital 
goods made upon a producer of capital goods may very well induce him to 
expand his plant and equipment. The stress upon consumption as the ultimate 
goal of prouuctinn has led many writers to o\'erlo()k the fact that an increase in 
investment, as w'ell as an increase in consumption, may induce additional 
investment. 
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fluctuations in the demand for capital goods. Moreover, changes 
in the demand for consumer goods result in magnified (or ac¬ 
celerated) changes in the demand for capital goods. This fact has 
come to be described as the Acceleration Principle.^^ It is to an 
analysis ol this principle that we now turn our attention, for with¬ 
out it, as we shall soon see, our analysis of the effects of injections of 
new money into the national income stream is incomplete. 

Magnification in the Derived Demand for Capital Goods 

For technological reasons, increases (decreases) in the demand 
for consumer goods induce very much larger increases (decreases) 
in the demand for capital goods. In order to understand this ‘‘ac¬ 
celeration” efl('Ct belter, let us resort to a numerical illustration. 
Assume that in the production of, say, clothing there is a fixed 
ratio of current production to capital goods equal to 10 per cent 
(i.e., $10 of capital goods lor every $1 of clothing production). 
Assume, further, that there is no excess capacity in the production ol 
clothing; that is, any increase in demand for clothing can be satis¬ 
fied only by acquiring more capital goods. It the current rate of 
consumer demand amounts to $100,(KK) per annum, our assumed 
ratio of 10 per c('nt between clothing and the capital g(K)ds produc¬ 
ing them requires that the stock of capital equipment equal $1,000- 
(KW). If, also, the life span of the capital goods is taken to be ten 
years, on the average, then the replacement demand for worn out 
capital equipment is 10 per cent per annum, or $100,000 a year. 

Now suppose the demand for clothing increased by 10 per cent, 
or $10,000. If the ratio of current production to capital goods is 
to be kept at 10 per cent, then the stock of capital equipment must 
also increase proportionately, i.e., by 10 per cent; thus the demand 
lor capital goods must rise by $100,000. Before the increase in 
consumer demand for clothing, the demand for capital goods con- 
sisied of the $100,000 replacement demand. To this replacement 
demand we must now add the additional $100,000 demand for new 

Sumr authors prefer the term Magnification of Derived Demand. This 
term is perhaps more descriptive, hut the term Ac'c'cleration Principle has 
become such an integral part of the literature on business cycles tliat we 
feel constrained to continue its use in this text. 
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capital equipment for expansion purposes. The demand for capital 
equipment has doubled. The increase of 10 per cent in the demand 
for consumer goods has resulted in a magnified (accelerated) in¬ 
crease in the deriv ed demand for capital goods oi 1(X) per cent. 

What if the demand for clothing were to decline 10 per cent 
from its original $100,000 level? This would mean a $10,000 decline 
in the demand for finished clothing to $90,(K)0 per annum. In order 
to maintain the fixed ratio of 10 per cent between current produc¬ 
tion and the stock of capital goods, the latter would have to be re¬ 
duced proportionately by 10 per cent also. This may be easily ac¬ 
complished simply bv not replacing the worii-oiit portion of th(‘ 
capital stock for the current year. But this means a decline in the 
demand for capital goods to zero. The 10 per cent decliiK' in the de- 
mand for the finished clothing has induced a 100 per cent decline 
in the derived demand for capital goods. 

Changes in the Rate of Change of Consumer Demand induce 
Fluctuations in the Capital Goods industries 

het us pursue this illustration of the acceleration principle one 
step further. Suppose, in the case of the 10 per cent increase in the 
demand for clothing, that in the next year the demand for clothing 
continued to increase, but this time only by 5 per cent, or $5,500. 
The increased consumer demand will induce a 5 per cent increase 
in the demand for new capital goods—a $55,000 increase. Since 
the 10 per cent replacement demand this year will amount to $110,- 
000, the total demand for capital goods (for replacement and ex¬ 
pansion) tliis year amounts to $165,000. But last year the total 
demand for capital goods amounted to $200,000. Even though the 
demand for clothing continued to increase, the derived demand for 
capital goods declined. The reason for this is that the rate of in¬ 
crease in the demand for clothing declined—from 10 per cent in the 
first year to 5 per cent in the next year. Thus a decline in the rate 
of increase is all that is necessary to induce an absolute decline in 
the deriv'ed demand for capital goods."" 

The same holds true for decreases in eonsuiner demand. A decrease in 
the rate of decline in the demand for consumer goods is sufficient to induce 
an increase in the derived demand for capital goods. Thus in the example 
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We are now in a position to formulate a statement of the ac¬ 
celeration principle in a more rigorons fashion than has been pos¬ 
sible till now. A r/irtnge in the rate of change in the demand for 
consumer goods (not merely a change in the direction) induces a 
change in the direction of the derived demand for capital goodsr^ 
If production in the capital goods industries is not to fluctuate, the 
change in the rale of change (increase or decrease) must at least 
be constant. 

The reader may W(‘ll wonder why this acceleration of the de- 
riwd demand for capital goods should occur. The reason is pri¬ 
marily a technological one. In order to satisfy an increase in de¬ 
mand for consumer goods in the present, it is necessary to invest 
in durable capital goods which will yield additional amounts of 
consumer goods only gradually in the future. It is impossible, in 
many cases, to purchase producer goods which can produce only 
to satisf) current d(*mand. The significance of the durability of 
many categories of producer goods is that they are capable of pro¬ 
ducing for many future periods. In a sense, a durable capital good 
has a quantity of stored-iip producing power which exceeds the 
amount required of it in the present. But in order to acquire it for 
current production, payment must also be made for its future pro¬ 
ductive power, and tlie total payment must all be made at once. 


\\lii‘rt’ cli'inaTul fell 10 per cent from an initial level of $100,000. we saw the 
cleriNcd demand lor capital j;oods lall to zero, as no capital goods were re¬ 
placed. Consumer demand would now be $90,000 per annum., and the stock 
of capital goods would be $900,(K)0. Now suppose that demand fell by 
5 per cent in the second year, to a rate of $85,500 per annum: To maintain 
lh*» 10 per cent r.itio of current production to capital stock, the latter must 
not be allowed to fall below $855,000. Hence replacement demand this year 
must be $45,000. Thus in this year the demand for capital goods will rise 
from zero to $45,000. The decrease in the rate of decline in the demand for 
clothing induced an inrrra.se in the demand for capital goods. 

The attention oi the reader is called to the fact that the acceleration 
principle applies between any tw'o stages of production, not simply between 
tlie final consumer good.s stage and the capital goods u.sed in their production. 
An increase in the demand for wool cloth would, for example, induce a mag¬ 
nified increa.se in the demand for wool yam. "Slight changes in the demand for 
consumer goods may thus be converted into violent changes in demand for 
goods of a higher order; and, as this intensification tends to work through 
all stages of production, it i.s quite natural that fluctuations should be most 
violent in those stages of procfuction which are farthest remo\cd from the 
sphere of ctm.sumption.” llaberler, op. eft., p. 88. 
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Thus it was that a $10,000 increase in the current demand for cloth¬ 
ing necessitated the purchase of $100,000 of new capital equipment, 
which, on the basis of the assumed life span of ten years, may be 
expected to satisfy such $10,000 rates of demand for a period of ten 
years into the future. 

The Effect of Durability 

The above point may be illustrated further by referring to the 
influence of durability on the acceleration eflect. It may be 
demonstrated that the more durable are the capital goods aflcctcJ 
by the changes in consumer demand the greater is the magnifica¬ 
tion of the derived demand for these capital goods. Suppose we 
had assumed that the life span of the capital goods involved in the 
clothing example above was twenty years instead of the posited 
ten years. Then replacement would have proceeded at the rate of 
5 per cent of $50,000 per annum. Everytliing else remaining un¬ 
changed, the 10 per cent increase in the demand for consumer, and 
therefore capital, goods would have caused the demand for capital 
goods to rise from the $50,000 replacement demand to a total of 
$150,000, an increase of 150 per cent, or 50 per cent greater than 
was the case when the durability was taken to be ten years. If the 
durability had been as.sumed to be one year, so that the entire stock 
of capital goods of $1,(K)0,000 had to be replaced annually, ther(' 
would have been no acceleration effect whatever. The demand for 
capital goods each year would have betm $1,000,000. The $10,000 
(10 per cent) increase in the demand for consumer goods would 
have induced a $100,000 increase in the demand for capital goods. 
But this $100,000 increase would now be only 10 per cent of the 
original demand for capital goods. From these examples, we can 
see that the greater the durability (and, therefore, the smaller the 
percentage of capital stock, replaced each year), the greater the 
acceleration effect of a change in the demand for consumer goods 
on the derived demand for capital goods. 

If we view durability as stored-up productive power, we can 
see why the acceleration effect varies directly with it. The more 
durable a capital good is, the larger is the amount of stored-up 
producing power in excess of the amount required of the capital 
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good to satisfy the current demand. Hence the larger is the money 
outlay which must be made to acquire the capital good in the 
present. 

The Acceleration Effect and Durable Consumer Goods 

The acceleration principle applies not only to durable producer 
goods but also to durable consumer goods. For illustrative purposes, 
we may turn to houses, although the principle holds for any durable 
consumer good. Suppose the stock of houses in existence amounted 
to $10,000,(XK). These produce a flow of services (i.e., shelter) 
amounting to, say, $500,000. Tlie average life span of the houses 
may be taken to be twenty years, so that there is a 5 per cent re¬ 
placement demand for new houses each year; in absolute terms 
there is a $500,(KX) replacement demand per annum. Let the demand 
tor houses rise 10 per cent from its present $500,000 level, or $50,000. 
If the assnin(*d 20:1 ratio of houses to housing services is to be 
maintained, there must be a proportional increase of 10 per cent in 
the demand for new houses, which is equal to $1,0(X),CXX). Thus the 
total demand for new houses (including replacement demand) has 
risen from $5(X),(KX) to $1,5(K),(KX), an increase oi 150 per cent. As 
in the case of producer capital goods, a decline in the rate of in¬ 
crease of the demand for housing ser\’ice will induce an absolute 
fall in the demand for houses. All else that was said in connection 
with durable producer goods applies to durable consumer goods 
with equal validity. 

The Acceleration Principle and Permanent Inventories 

For various reasons businessmen are disposed to hold a certain 
minimum amount of in\'entories of raw materials on hand all the 
time. These commodity stocks usually bear some fixed relation 
to sales. Whenever there is such a fixed quantity of stocks, a change 
ill the demand for the products into which they enter will induce 
a magnified change in the demand for the stocks themselves. Let 
ns assume there is a 1:1 ratio of these permanent inventories to 
sales. Thus if sales ran at the rate of $1(X),(XX) a year, the permanent 
inventories would amount to $100,000. k would follow that the re¬ 
placement demand for inventories would equal sales and also be 
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$100,000. If the demand for the finished product rises by $10,000, 
that is, 10 per cent, the demand for inv’entories must rise by $20,000, 
or 20 per cent. For the replacement demand for inventories must 
rise $10,000, and, in addition, $10,000 of additional inv'cntories must 
be ordered for the permanent stocks it these are to be kept at a 1:1 
ratio with sales, w^hich arc* now' running at the rate of $110,000 per 
annum. The smaller the ratio of sales to permanent inventories the 
greater will be the acceleration elfect. Everything said about 
durable capital goods appli('s to this case, too, except for one minor 
qualification. 13v their nature, cornmoditv stocks are less durable 
than capital ecpiipment and plant; hence replacement demand can¬ 
not be assumed constant for as long periods of time as those usually 
accorded plant and equipment. Because the replacement demand 
does fluctuate more readily in response to changes in finished goods 
demand, these fluctuations reinforce the acceleration effect. 

SOME QUALIFICATIONS WITH RESPECT TO APPLICATIONS 
OF THE ACCELERATION PRINCIPLE 

The illustrative models used above to demonstrate the accelera¬ 
tion principle were somewhat oversimplified. They represent ideals 
which are realized only if all the as.suinptions and certain other con¬ 
ditions actually obtain in the world of reality. The necessary condi¬ 
tions do not always exist, however, and as a result, the acceleration 
effects may not bo as large as those indicated in the “ideal” examples. 

The Assumption of a Fixed Ratio of Consumer to Capital Goods 

First, we should note that the acceleration effect is decidedly 
limited in periods of declining demand. A decline in the demand for 
capital goods (i.e., dinnvestment) is necessarily limited to replace¬ 
ment. A business enterprise cannot reduce its demand for capital 
goods below zero; all it can do in response to a fall in the demand 
for its product is curtail its replacement, and this is limited to zero. 
Suppose replacement demand amouiitc'd to 10 per cent of capita] 
stock, and a decline in demand for tlie finished product equal to 
20 per cent set in. The full working of the acceleration would re¬ 
quire that the stock of capital goods should also decline by 20 per 
cent in order to keep the ratio of consumer to capital goods constant. 
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But the stock of capital cannot be reduced in any one year by more 
than the amount of depreciation, which is equal to repliicement 
demand. In this case the decline in the derived demand tor capital 
goods is limited to the 10 per cent replacement demand. The re¬ 
mainder of the 20 per cent decline in the demand for the finished 
product (ecpial to 10 per cent) will be absorbed by allowing some 
of the remaining plant and equipment to lie idle. That is to say, 
excess capucilij will be allowed to develop. 

Kxcess capacity, however, was ruled out by the assumption of 
a fixed ratio between consumer goods and capital goods. The very 
real possibiliU that excess capacity may develop during periods of 
recession in business activity forces us to bring the assumption 
of a fixed ratio of consumer to capital goods to question. Obv'i- 
(Hisly, once excess capacity is allowed to develop, this assumption 
will not hold. And if it does not, then one of the fundamental 
premises on which the acceleration principle is based is not true, 
and tlu* acceleration eftect itself will not be realized. For when 
the demand for consumer goods begins to rise again, there will 
not be an increase in tlu* derived demand for capital goods until 
the excess capacity is absorbed. 

Th(* fact that excess capacity always does develop during de- 
])ressions does not mean that the acceleration principle is vitiated 
as an important factor in the analysis of cyclical fluctuations in the 
national income, however. The possibility of excess capacity simply 
warns us that the acceleration principle begins to operate only when 
the upswing in business activity has proceeded for a time sufficiently 
long to absorb the excess capacity. 

There are other reasons for doubting the accuracy of the as¬ 
sumption of fixity of the ratio of consumer to capital goods. Many 
increases in consumer demand may be handled by working over¬ 
time or adding another shift, and thus using the existing equipment 
more intensively. Moreover, industries confronted with fluctuating 
demands are likely to maintain a certain amount of excess capacity 
as a normal condition. Capacity will be determined in these in¬ 
dustries by some average demand through a number of time periods. 
Consequently, excess capacity is likely to exist except during peak 
periods. Excess capacity is especially likely to be maintained in 
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light industries, that is, in those industries where capital goods 
(fixed) costs are a small fraction of total costs. Such overcapacity 
lessens the dependence of the demand for new capital goods on 
the rate of change in consumer demand.-* 

Somewhat related to the problem of excess capacity in the work¬ 
ing of the acceleration principle is the level of employment of 
all resources in the economy. In order that the increased demand 
for new capital goods be followed by an increase in their production. 
there must be sufficient unemployed factors available for employ¬ 
ment in the capital goods industries. That is to sav, the capital 
goods industries must be able to expand to meet the magnified 
increases in the demand for capital goods. While there is still 
widespread unemployment, this is possible. But once the economy 
starts to approach full employment of its resources, the capital 
goods industries have increasing difficulties in meeting new (ac¬ 
celerated) demands for their goods. As a result, the magnified 
derived demands for capital goods soon begin to manifest them¬ 
selves increasingly in the form of higher prices for these goods, 
and less and less in their increased production. Such a state of 
affairs obviously limits the working of the acceleration effect. 

Sources of the Increase in Consumer Demand 

Thus far in the discussion of the acceleration principle we have 
taken for granted the source of the increased demand for consumer 
goods. It is now time to inquire about the exact source. If the 
total level of money income remains unchanged, an increase in the 
demand for clothing can take place only at the expense of the 
demand for another consumer good. At first glance, it might seem 
that the magnified increase in the demand for the capital goods 
involved in clothing production would be completely offset by the 

Howe\ er, excels capacity can also contribute to the acceleration of 
derived demand. If this o^'e^capacity makes for large fixed costs, these 
will cause large fluctuations in profits, and obviously, profits, both realized 
and anticipated, greatly influence iinrstrnent demand. 

As a matter of fact it is possible to posit circumstances in times of full 
employment when an increase in the demand for consumer goods will not 
only have no effect on the production of capital goods, but actuallv result 
in a decline in their production. For a discussion of this possibility, see 
Chapter 6, p. 208, footnote 10, 
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accelerated decrease in the demand for the capital goods producing 
the consumer goods whose demand has fallen. However, certain 
factors may intervene to prevent their cancelling out altogether. 
The acceleration effect in the downward direction, it will be re¬ 
called, is always limited to zero; no such limit exists in the upward 
direction (short of full employment). The rise in the demand for 
clothing machinery may, then, outweigh the fall in the demand for 
the commodity from which demand has shifted. This possibility 
would be reinforced if clothing production entailed the use of 
more capital goods than did the other commodity, and/or the 
capital goods in clothing production were more durable. Of course, 
it the capital goods producing the product whose demand has fallen 
can be used in the production of clothing, then no acceleration 
effect at all can take place."® 

Elasticity of the Credit Supply 

Despite these possibilities, there is little doubt tliat, in most 
cases, an increase in the demand for a consumer good originating 
in an expansion of the total money income (i.e., an increase in the 
aggregate monetary demand) will have a much greater acceleration 
effect than one involving a mere shift in demand from one com¬ 
modity to another. An expansion in the total (national) money 
income may originate in an expansion of bank credit or in an act 
of net dishoarding by the community as a whole. An elastic money 
supply means a stronger acceleration effect on the derived demand 
for capital goods, because it removes the possibility of compensating 
declines in demand for finished products elsewhere. 

Elastic Credit Supply Needed to Finance New Investment 

While an elastic credit supply may be more or less optional as 
a basis for the increased demands for finished goods, it is virtually 
indispensable for financing the accelerated increases in the demand 
for capital goods. Such an expansion in rate of investment is 
bound to involve an increase in the demand for investment funds. 
With an elastic supply of bank credit, the increased demand for 

-‘’For a fuller discussion of these possibilities, see Haberler, op. cit., 
pp. 99-100. 
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loanable funds is easily cared for, and the acceleration effect can 
work itself out unhampered. 

If the banks have difficulty extending new credit, however, the 
situation is very different. One of two possibilities may follow. 
The new investment projects will be stopped altogether because of 
a lack of funds to finance them, in which case the acceleration effect 
is stopped dead in its tracks. The other possibility is that funds 
are forthcoming, but only at rising rates of interest. These higher 
interest rates are bound to offset somewhat the rise in the marginal 
efficiency of capital in those industries the demand for whose 
products has increased, and thus limit the accelerated increases in 
their demand for new capital goods. Furthermore, the liigher in¬ 
terest rates may cause a retrenchment of investment (disinvestment) 
in those industries whose marginal efficiency of capital had not been 
disturbed by any increases in the demand for their products. The 
decline in investment in these industries may offset, to some extent, 
the rise in the demand for capital goods elsewhere. We may con¬ 
clude, then, an elastic supply of bank credit is a sine (fua non for 
a smooth working out of the acceleration effect of any significance. 

Other Qualifyiug Factors 

A further point to be noted is tliat the increase in demand for the 
final products must be reasonably certain of continuing for some 
time into the future, and not be of a temporary variety. Durable 
capital goods are expensive, we have found, because tfiey are 
capable of yielding products for many time periods into the future. 
No producer is going to respond to an increase in the demand for 
his product by ordering more capital goods if he believes this in¬ 
crease is going to be short-lived. For the acceleration principle 
to make itself felt, therefore, increases in the demand for the finished 
products must be capable of extrapolation into the future. This 
point takes on importance by way of emphasizing the fact that the 
acceleration effect is not merely a technological principle, but is 
tied up, like all investment, to profit expectations ( i.e., the marginal 
eflBciency of capital). This point has been too often overlooked by 
discussants of the acceleration principle. 

Moreover, all consumer goods do not require the same amounts 
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of capital goods, nor capital goods of the same durability. Hence 
it is very important to know the direction of the increase in con¬ 
sumer demand. Obviously, consumer goods utilizing compara¬ 
tively large amounts of capital goods will yield a greater accelera¬ 
tion effect as a result of changes in their demand than will those 
which require smaller amounts of capital goods. 

Another qualification concerns an oversimplifying, and some¬ 
what misleading, assumption which has been made in connection 
with replacement demand for capital goods. In our earlier illustra¬ 
tions of the acceleration principle, it was assumed that some part of 
newly acquired capital goods would be replaced in the following 


For the most part, outside of repairs, the newly acquired capital 
goods will not need to be replaced for ten years, their assumed life¬ 
time. At the end of the ten velars, there will be an increase in the 
level of replacement demand amounting to $100,000, as these capita! 
goods wear out. If at this time something should happen to the 
demand for consumer goods to induce a $100,000 decline in the 
demand for additional capital goods, the rise in replacement demand 
would prevent a decline in the total demand for capital goods. For 
this reason, it is not quite right to assert tliat antf change in the rate 
of change of demand for finished products will induce an absolute 
change in the direction of the demand for capital goods. '‘It is 
worthy of note, however, that in each situation (under the condi¬ 
tions assumed) there is one, and only one, state of demand for 
finished goods—.sometimes a rising or falling, sometimes a constant, 
demand—which will preserve stability in the demand for ma¬ 
chines.'* 

However, it is also worthy of note that fluctuations in the demand 


Thus on 106 iibose, in the illustr.^tion .showing the cftects of ii 

decline in the rale of increa.se in consumer demand, it was assumed that part 
of the new'ly acquired capital goods entered into the replacement denianu in 
the second year, to raise tlie replaceincnl demand from $100,000 to $110,000. 
llaberler, op. cit., p. 91. Professor Ragnar Frisch has formulated in 

{ Precise mutheinatical form the necessary relationships which must pre\'ail 
)etween consumer demand and replacement demand if the total demand for 
capital goods is to be stable at any given time. See R. Frisch, “The Inter¬ 
relation between Capital Production and Consumer Taking,” Journal of Po¬ 
litical Economy, XXXIX (October, 1931), p. 646. 
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for capital goods may also be accentuated by variations in the rate 
of replacement demand itself. During periods of time when the 
marginal efficiency of capital is low, businessmen tend to slow 
down in their rates of scrapping of depreciated equipment and 
plant and keep these in use somewhat longer than originally an¬ 
ticipated. On the other hand, when businessmen are very opti¬ 
mistic and the marginal efficiency of new investment is high, they 
very often speed up their rates of scrapping, and sell capital goods 
for salvage ahead of the originally scheduled time, that is, l>elore 
the* capital goods are fully depreciated. These fluctuations in the 
rate of replacement demand obviously serve to reinforce the ac¬ 
celeration effects, as they were computed earlier on the basis of 
relatively constant rates of replacement demands. 

Our final qualification concerns a word of caution. For all the 
reasons pointed out in the last few paragraphs, the acceleration 
coefficient, that is, the ratio of an increase in (induced) investment 
to an increase in consumption, is not constant throughout the busi¬ 
ness cycle. Thus, for example, in the very early stages of the up¬ 
swing, the value of the acceleration coefficient (or. in other words, 
the amount of net investment induced by a given increase in income 
or consiiinption) is likely to b(‘ kept relatively small bv the wide¬ 
spread existence of excess capacity. In the middle stages of the 
upswing, the acceleration coefficient will rise in value as excess 
capacity is absorbed, and additional capacity is needed to meet 
further increases in income and consumption. As full employment 
is approached, however, the v^ilue of the acceleration coefficient will 
fall again, for the growing scarcity of the various factors of pro¬ 
duction acts to prevent real national income and consumption from 
maintaining the required rates* of growth. A fall in the rates of 
growth of income and consumption, it will be remembered, may 
be sufficient to bring about an absolute fall in the level of invest¬ 
ment. In similar fashion, the value of the acceleration coefficient 
is limited during downswings by the inability of the demand for 
investment goods to fall below the value of replacement (deprecia¬ 
tion) demand. That is to say, the decline in induced investment 
resulting from a falling national income or level of consumption 
cannot exceed a figure set by depreciation. A decline in consump- 
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tion which is greater than the depreciation figure simply gives rise 
to excess, idle capacity. 

Covciudhig Remarks on the Acceleration Principle 

The foregoing qualifications indicate that attempts to apply the 
very simplified models used to illustrate the mechanics of the ac¬ 
celeration principle would give entirely misleading (usually too 
large) results. The* assumptions of a fixed ratio of consumer to 
capital goods, of no excess capacity, of a constant replacement de¬ 
mand, e*tc.. arc lacking in realism. Replacement demand fluctuates; 
\arying degrees of excess capacity exist most of the time; all con¬ 
sumer goods do not require the same amount of capital goods for 
their production; the ratio of consumer to capital goods is capable 
of being \aried; producers may not all respond to increases in the 
demand for their products in the same manner. Some may order 
more capital goods than others, depending on their relative states 
of optimism, etc. More realistic as.sumptions would virtually all 
load to a sharp dowrnvard revision of the acceleration efl'ects de- 
ri\'ed under the simplifying assumptions. On the basis of certain 
statistical evidence, it is probable that increases in the derivt'd de¬ 
mand for capital goods amount to no more than twice the value of 
increases in the demand for consumer goods. This value is con¬ 
siderably less than the J :10 and 1:20 ratios between increases in the 
demand for consumer goods and the resulting increases in the 
derived demand for capital goods posited in some of the illustrati\'c 
models used earlier. In fact, a little later on, we shall be able to 
demonstrate that if this ratio exceeds 1:3, certain explosive effects 
would follow, which would lead the economy into a state of hyper¬ 
inflation. 

The acceleration principle helps to shed some light on one of 
the most widely observed characteristics of business cycles. Econo¬ 
mists for some years have noted the fact that durable goods in¬ 
dustries (both capital and consumer) fluctuate much more violently 
during the course of the business cycle than do nondurable goods 
industries. This phenomenon could be accounted for, in part, by 
the acceleration principle. Examination of this principle has shown 
that changes in the demand for nondurable goods and services will 
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often give rise to much larger changes in the demand for the capital 
goods which are used in their production. 

Some economists also feel that it is possible to observe a 
tendency for capital goods industries to lead (precede) other 
categories of industry in the course of both the upturn of business 
acti\'ity from depressions and the downturn of activity from periods 
of prosperity. Wliile there is some question on this state of affairs, 
it is possible to ad\ance such a possibilitv on a priori grounds, by 
referring to the acceleration jjrinciple. Tlu’ outstanding fact about 
this principle is that production in the capital goods industries will 
change absolute direction merely as a result of a change in the 
rate of change in consumer demand, and not onlv as a result ol a 
change in the direction of consumer deanand. During the course' 
of an upswing in the economy, then, a decrease in the rale of in¬ 
crease of consiimc'r demand is sufficient to induce a decline in the 
absolute level of production in the capital goods industries. Thus 
although the consumer goods industries may still be cxpandhiff, a 
downturn will set in in the level ol output of the capital goods 
industries. The opposite situation may appear during the course 
of upturns. Because of the widespread existence of excc'ss capacity 
in the latter case, however, the likelihood of capital goods industries' 
leading the others at the upturn is considerably diminished. 

INTERACTION OF THE MULTIPLIER AND 
ACCELERATION EFFECTS 

The Relation 

Our examination of the acceleration principle suggests that con¬ 
fining our analysis of the effects on national income of increments 
of investment to the multiplier effect is somewhat misleading and 
incomplete. For the acceleration principle suggests that the second¬ 
ary expenditures on conffnmption, which give rise to the multiplier 
effect, may themselves induce further increments in investment, and 
these, in turn, will have multiplier effects because they, too, lead to 

The CTi.suirig analysis i.s based on the noted article by P. A. Samuelson, 
^'Interactions between the Multiplier Analy.sis and the Principle of Accelera¬ 
tion," The Rex>iew of Economic Statistics, XXI (May, 1939), pp. 75-78. See 
also, idem, “A Synthesis of the Principle of Acceleration and the Multiplier,” 
The Journal of Political Economy, XLVII (December, 1939), pp. 786-797. 
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secondary consumption, and so on. The ratio between a net in¬ 
crease in consumption and the investment induced by this increase 
in consumption has come to be known as the “relation” (or accelera¬ 
tion co<‘Hici(‘nt). 

Unless we take accourft of the additional investment induced 
by the successi\e respendings on consumption of the original in¬ 
vestment funds, that is, unless we take account of the relation as 
well as the multiplier effect, it is evident that our analysis of the 
eflects of aulonomoiis increases in investment on national income is 
incomplete'. This fact will be emphasized if the reader will recall 
that we treated all savings in the multiplier analysis as leakages from 
the national income stream. It is obxious, however, that that 
portion of savings which might be used to finance new investment 
should not be excluded from the income stream, for invested savings 
are very much a part of the national income. Since invested savings 
were excluded from the multiplier analysis, it is pos.sible to con¬ 
sider them as a source of loanable funds with which the induced 
investment may be financed. ‘ By combining the multiplier effect 
with the relation we will be in a position to estimate more ac¬ 
curately the total effect on national income of the original (autono¬ 
mous) increases in investment. 

(Umihining the Multiplier and the Relation 

This process of combining the multiplier and the relation may 
be achieved by making the total increment in national income con- 


The “rclatum” is simply another way of expressing the acceleration 
effect. The acceleration effect, or relation, is, after all, a ratio, just as the 
multiplier is. The relation may be written as follows: (increase in investment)/ 
(increase in consumption). Thus in the first illustration under the accelera¬ 
tion principle, the relation was ($100,000 increase in clothing equipment)/ 
($10,000 increase in clothing demand) = 10; in the durable consumer goods 
illustration the relation was ($1,000,000 intTea.se in housing investment)/ 
($.50,000 increase in housing demand) = 20, and so on. These values of the 
relation, it will be recalled, were found to be too high. In the real world the 
relation is probably somewhere betw'een 1 and 2, depending on the phase of 
the business cycle in which the economy happens to he. 

Of eourse, once tlie.se savings of the multiplier are exhausted, bank 
credit niay be <*xteiided to finance the induced inx^estments. We have seen 
earlier that if the relation, or acceleration effect, is to be of a significant mag¬ 
nitude, it is x’irtually necessary to finance induced investments from sources 
outside the income stream, like hank credit or hoarded balances. 
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sist of (1) the initial increase in investment, (2) the consumption 
expenditures induced by the increased investment, and (3) pro¬ 
portional increase in investment induced by the increase in con¬ 
sumption. (1) and (2) will be seen to amount to the multiplier 
efifect, while (3) comprises the relation dt acceleration effect. 

We may observe the effects of combining the multiplier and the 
relation by referring to Table 8 below. This table assumes a steady 
injection of new investment of $100 each income period (financed, 
of course, from bank credit or hoarded money). The marginal 
propensity to consume is taken to be Vi; is, the amount of con¬ 
sumption in any period is equal to % the national income of the 
immediately preceding period. The “relation” of induced invest¬ 
ment to increased consumption is assumed to be equal to 1, or 
unity, i.e., induced investment increases dollar lor dollar with in¬ 
creases in consumption. 

In Table 8 we observe that in the first period the national income 
rises by the amount of initial investment only, since there is no 
consumption induced from previous periods. In the second period, 
however, $50 of this increase in national income will be spent on 
consumption. According to our assumed value of the relation, this 
should induce $50 of additional investment. If to these figures we 
add the $100 of new (autonomous) investment, the total \alue of 
national income is seen to be $100 -I- $50 + $50, or $200. In the 
third period, as in all succeeding periods, also, national income is 
seen to be the sum of the amounts spent on consumption (equal 
to Va the national income of the previous period), the induced in¬ 
vestment (equal to the amount spent on consumption in the same 
period), and the $100 steady injection of (autonomous) new in¬ 
vestment. If the reader will compare Table 8 with Table 7, he 
will discover some interesting results. Table 8 may be seen to be 
Table 7 with the relation superimposed on the latter. In Table 7 
we observe that the multiplier effect by itself causes the national 
income to rise slowly to a $200 higher level and then maintain itself 
there, provided, of course, the autonomous injection of new invest¬ 
ment is continued. When the relation is introduced, however, the 
national income is seen to rise to the $200 level very much more 
quickly. But close scrutiny of Table 8 reveals something in addi- 
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tion to this phenomenon. With a value of the relation of unity, the 
national income fluctuates around the income figure of $2(X), which 
was obtained without the relation or acceleration effect. Further¬ 
more, the fluctuations of the national income become increasingly 
narrow, approaching $200 as an asymptote. In other words, a 
relation of unity superimposed on the multiplier effect does not at 
all affect the ultimate level of national income reached through the 
multiplier eftect alone, but merely causes it to be reached much 
faster. At the same time, howe\er, it induces fluctuations in the 
national income around the ‘'multiplier” value, with these fluctua¬ 
tions becoming increasingly damped. The national income finally 
settles at the level which is the result alone of the multiplier effect 
of the steady, autonomous injections of new investment. The 
reason for this is to be seen in the fact that consumption expendi- 


Table 8 The Total infrea.se in Sational huome Resultinfr from a Steady 
Injection of $100 of New investment When the Marginal Propensity to 
Consume Equals One Half and the Relation Equals Unity 


(1) 

(2) 

(3) 

(4) 

(5) 


Current 

Current 

Induced 

Total Rise in 


Nf'it 

Consumption 

Current 

National Income, 

Period 

(Aiifonoinoii.v) 

Induced 

Investment 

Sum of Columns 

Investment 

Inj Previous 
Period's 
Income 

Equal to 
Inclement in 
Current 
Consumption 

(2), (3), and (4) 

1 

$100 

$ 0.00 

0.(K) 

$100.00 

2 

100 

50.00 

50.00 

2(K).00 

3 

100 

100.00 

50.00 

250.00 

4 

100 

125.00 

25.00 

250.00 

5 

100 

125.(M) 

0.00 

225.00 

6 

100 

112.50 

12.50* 

200.00 

7 

100 

100.00 

12.50 

187.50 

8 

100 

93.75 

6.25 

187.50 

9 

100 

93.75 

0.00 

193.75 

10 

100 

96.875 

3.125 

200.00 

11 

100 

100.00 

3.125 

203.125 

12 

100 

101.5625 

1.5625 

203.125 

13 

100 

101.5025 

0.00 

201.5625 

14 

100 

100.78125 

0.78125 

200.00 


• Tlie negative value for induced inve.stment should be construed to mean 
that there is less investment in this particular period for the economy as a 
whole l^an there otherwise would have been. 

Tliis table is based on a very similar one in Samuelson, op. cit., p. 75. 
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tures soon begin to level off at their new plateau, and with the 
assumed low value of the relation, the induced investments must 
soon fall off, too. Finally, when consumption le\els off altogether, 
only replacement capital is necessary; no new (induced) investment 
is necessary. This fact is emphasized in Table 8, where it is to be 
seen that after the fourth period, it is the autonomous injections of 
investment which are virtually maintaining the national income. 

Professor Samuelson has show’ii what the effects on national 
income are if we assume different values for the marginal propensity 
to consume and the relation. His results are reproduced in Table 9. 
Although five selected pairs of values for the marginal propensity to 
consume and the relation are given. Professor Sainuelson's algebraic 
analysis has demonstrated that these models cover all the quahtafive 
tv’pes of behavior of national income, even though the quanti¬ 
tative results would obviously differ with the values of these two 
ratios. 


Table 9 Model Sequences of Naiiona! Income for Selected Values of 
the Marginal Propensity to Consume (a) and the Relation (b) * 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 


a = .5 

a = .5 

a = .5 

a - .6 

fi- 8 


h = 0 

b^l 

h-‘2 

h = 2 

b ~ 4 

1 

100.00 

100.00 

100.00 

100.00 

100.00 

2 

150.00 

200.00 

250.00 

280.00 

5(M).00 

3 

175.00 

250.00 

375.00 

484.00 

1780.(K) 

4 

J 87.50 

250.00 

412.50 

635.20 

5620.00 

5 

193.75 

225.00 

343.75 

662.56 

16984.(K) 

fi 

196.88 

200.00 

203.13 

530.37 

50052.00 

7 

198.44 

187.50 

91.41 

259.59 

145959.20 

8 

199.22 

193.75 

- 11.72 

- 69.18 

422770.40 

9 

199.61 

200.00 

21.48 

- 336.03 

1224112.16 


® This table is based directly on that of Samuelson’s, op. cit.j p. 77. How- 
e\er, column 2 has been incorporated into it from Table 8, and his unit has 
been changed from $1 to $100 in order to make the results nin in terms 
parallel to previous analyses. Column 2, it will be observed, is identical with 
column 3 in Table 7, where MPC was assumed to be and the relation was 
ignored. 

The following conclusions with regard to the interaction of the 
multiplier and acceleration principles may now be drawn: (1) If 
we take into account only the multiplier effect, i.e., assume the 
relation to be zero, a steady injection of new investment lesKls to a 
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steady rise in national income equal to the value of the injection 
times the multiplier; (2) with a marginal propensity to consume of 

and in addition, a relation of unity, we got damped oscillations 
about the income level obtained from the multiplier effect alone; 
(3) witli higher \’alues for the marginal propensity to consume and 
the relation, the fluctuations in national income occur with increas¬ 
ing amplitude around an average value, the average value being 
equal to the income level which the national income would attain 
on the basis of the multiplier effect alone; (4) if we allow the values 
of the marginal propensity to consume and the relation to go still 
higher, especially if the latter is allowed to approach 4, we get no 
oscillations, but get, instead, “explosive” effects, the national income 
rising constantly and at a rapidly increasing rate. Were these high 
values for the marginal propensity to consume and the relation to 
persist, a runaway inflation would be in evidence as soon as full 
employment began to be approached. 

It is on the basis of the evidence in column 6 in Table 9 that 
the assertion was made earlier that if the relation of induced invest¬ 
ment to increased consumption exceeded 3:1 (i.e., 3), autonomous 
increases in net iinestment would result in a state of hyperinflation 
in the econom>\ Because increases in autonomous investment have 
not, in the past, resulted in such situations, we may conclude that 
the relation, on the average, probably does not much exceed 3, 
and is probably less than this value. 

Conclusions on the Interactions of the Multiplier and the 
Acceleration Effects 

The first conclusion that comes to mind is that the acceleration 
principle does not play a decisive role in the determination of ulti- 
mate levels of national income. Its role is that of a catalyst, in that 
it appears to speed np the rate at which the national income reaches 
the level indicated by the multiplier effect alone. Also, to the extent 
that it is important, it appears to be responsible, at least in part, for 
fluctuations which the national income displays in reaching the 
level indicated by the multiplier effect alone. 

This observation has some very interesting implications. A 
superficial student of the multiplier and acceleration principles 
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might conclude that an economy might easily get itself out of a 
depression or induce continually rising levels of national income, and 
thus higher standards of living, simply by having a small increase 
in autonomous investment. This new investment would stimulate 
consumption, via the multiplier effect, which would then induce 
further investment. This induced investment would also have a 
multiplier effect, and the expanded consumption would induce still 
further investment, and so on. The national income would grow 
and grow, just like Topsy. 

Unfortunately, perhaps, such a possibility is a “great illusion.” 
Our analysis of the interaction of the multiplier and acceleration 
principles has shown us that, except for high x alues of the accelera¬ 
tion effect (relation), the acceleration effect does not at all influence 
the ultimate levels at which the national income finally settles. At 
best, it can be responsibh' only for -fluctuations in the path of move¬ 
ment in national income from one level to another. It is, therefore, 
not possible to raise the national “income to higher and higher 
levels by the process of lifting yourself by your bootstraps via the 
interrelation of increased consumption and increased in\estnic‘iit in 
the familiar expansionist process.” 

Although it is true that the acceleration effect, or relation, 
cannot, in the long run, raise the level of national income, it may 
have significant cyclical effects. And since it is cyclical fluctuations 
with which we are concerned, it behooves us to examine tliese 
effects. Examination of Table 9, we have found, leads lo two con¬ 
clusions. The acceleration effect, first, speeds up the rate at which 
the national income reaches the level indicated by the value of the 
multiplier. But more important, from the point of view of business- 
cycle analysis, is the fact that for those values of the relation which 
are most conceivable in reality (columns 3, 4, and 5), the accelera¬ 
tion effect also appears to be responsible for fairly rapid declines 
in national income from the “multiplier * level. This happens even 
though the autonomous investment injections are maintained. The 
possibility is thus raised of having national income decline from a 

Hansen, Fiscal Policy and Business Cycles, pp. 283-284. Tlie reader is 
referred to Professor IIan.seirs very interesting; discussion of the multiplier and 
acceleration principles, especially his conclusions on the subject, pp. 283-288. 
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given lex el even though new investments, which in the absence of 
acceleration effects are normally income-creating, are being con¬ 
tinued. The reason is that the induced investments at first carry 
the national income beyond the level that can be maintained, except 
where the \ allies of the relation are extreme. It is evident, for 
example, in Table 8 that after the fourth period, the autonomous 
injections of in\’estincnt are just maintaining the national income, 
in tact, ari’ actually responsible for keeping it from declining more 
than it does. Onc-e the national income, or, if you like, con- 
sumpiion. begins to level off, we know from our earlier analyses 
of the acceleration effect, induc(>d invc'stment will actually decline; 
it is this factor which causes the income to decline, even though the 
autonomous injections are being continued.*^ We may conclude 
from this analysis that the more effective the acceleration effect is 
in speeding the rise in national income, the more rapidly will the 
income fall again from the peak it attains. 

One final word of caution is necessary. We have assumed that 
the \’aliies of the multiplier and the relation (acceleration effect) 
are con.stants. For small changes in the national income these as¬ 
sumptions are probably cjuite \ alid. But when the national income 
is subject to large changes, the values of the multiplier and the 
relation iindoubtt'dlv change with the level of income. In the case 
of the relation, we have found it to vary with the degree of excess 
capacitv, elasticity of bank credit, unemployed resources, etc., all 
of which vary with the national income. Reasons have also been 
advanced for believing that the marginal propensity to consume 
also varies cyclically. These factors make actual calculations of 
total effects of changes in investment extremely difficult, to say the 

We might go still further and interpolate that the decline in national 
income in the lace of continuing autonomous injections implies disinvestment, 
i.e., an absolute decline in replacement demand for capital goods. This is the 
natural outcome ol the excessixe total investment brought on by the induced 
inve.stment. In\'estinent is exci'ssive in the sense that it is l>eyond that nec'es- 
saiy to sustain the national income at the level given by the multiplier value 
of the autonomous injections. As disim estment proceeds, however, the total 
stock of capital equipment become.s inadequate to maintain the level of con¬ 
sumption induced bv the (coiitiiiuiiig) autonomous injections. Induced invest¬ 
ment will once more become positive, and the national income will rise upward 
again. These fluctuations will continue with diminishing amplitude around 
the level indicated by the multiplier value of the autonomous investment. 
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least. Nc>'ertheless, these practical difficulties should not blind us 
to the importance of the multiplier and acceleration principles for 
cyclical fluctuations in national income. 

The foregoing discussion of the interaction of the multiplier and 
acceleration principles has, along with other similar models, shown 
the way to an advanced stage in our conceptions of the nature of 
cyclical processes. As will be obser\ed in the discussion of the 
^'arious business-cycle theories in later chapters, most writers on 
the nature and origin of business cvclc*s ha\e assumed that the 
economic system W'as more or less unstable, that is, if any lorce 
pushed the economy off in one direction or the other (upswing or 
downswing), the economy would proceed in that direction in cumu¬ 
lative fashion. The onlv source of explanation of upper or low’er 
turning points was thought to lie outside the cyclical forct'S them¬ 
selves. Certain limiting factors or bottlenecks app(*ar which pre- 
\’ent the cumulative upswing from continuing. These might be the 
restriction of bank credit, because the banks had reached the limit 
of their reserve requirements, or labor shortages, because the 
economy had reached a stage of full employment. On the other 
hand, the lowering of interest rates by the banks, who had excess 
reserves, the discovery of sonic great innovation, etc., w'ere types 
of factors adduced to explain the cessation of a cumulative down- 
w'ard spiral. But these limiting factors were something apart from 
the cyclical processes, never an integral part of them. 

The analysis of the interaction of the multiplier and acceleration 
principles shows that it is possible to explain turning points without 
resorting to .special explanations, that the cyclical processes them¬ 
selves contain the factors which may, in many cases, be adduced to 
explain the downturns and revivals in business acti\ity. These 
factors are a marginal propensity to consume less than one plus the 
acceleration effect, with the former perhaps the more important. A 
marginal propensity to consume less than one means that the 
demand for consumer goods will rise less than production or na- 

Recently, strong efforts have been made to describe a business cycle 
under conditions in wJiich the value ol the accelerator is \>ariahh'. SL*e J. R. 
Hicks, A Contribution to the Theory of the Trade Cycle (London, Oxford 
Uiiu ersity Press, 1950); and R. M. Goodwin, “The Nonlinear Accelerator and 
the Persistence of Business Cycles,” Econometrica (January 1951), pp. 1-17. 
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tional income. This in itself might explain a downturn. In addition, 
however, the acceleration effect drives investment exeii farther !ip 
than it would go in its absence, making the downturn even sharper. 
By the same token, the fact that consumption declines less than 
income during a dowii.swing might, in some cases, explain a revival 
or upturn in business activity. The acc(‘leratioii effect, however, 
acts to push investment down evtMi lower than it would go without 
it, making the rt‘V'i\al ex eii sharper than it would be ba.sed alone on 
an MPC.' less than one. 

jVo/e on Induced Investment and the Equilibrium Level of 
Sational Income 

In our treatment of inxestment and national income during the 
discussion in CliapUT 2 and the first part of the present chapter, 
investment was treated as autonomous, i.e., independent ol the level 
ol consumption and national income. This treatment is e\ident in 
the assumptions that investment was the .same at all levels of income, 
so that consumption schedules in the 45 line diagrams were raised 
evenly throughout to indicate the level of investment, and, in the 
savings-investment diagrams, the investment .schedules were drawn 
as horizontal lines throughout all levels of income. We have in¬ 
dicated earlier that investment activity is considered autonomous 
which is based on the expectations of businessmen concerning the 
future movements of the factors of growth of a progressiv e economy, 
such as population growth, progress in the technitpies of pro¬ 
duction, etc. Since these growth activities are autonomous in the 
sense of being independent of current economic activity, we con¬ 
sider investment demand which is based on them as being autono¬ 
mous also, in the same sense. 

We have pointed out, however, that there is another portion of 
total investment demand which is directly linked to the current 
state of economic activity. This category of investment has been 
called induced investment. Induced investment itself may now be 
divided into two categories. One category is that discussed in 
connection with the Principle of Acceleration. Investment of this 
variety, as we now know, is based on the rate of change of national 
income or consumption. Thus for induced investment associated 
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with the Acceleration Principle at least to be maintained, national 
income must increase at a constant rate; for this type of induced 
investment to increase, national income or consumption must in- 



Figure 24. Tsational Income and Induced Investment 

crease at an increasing, rate. The reasons for the acceleration eflec’t, 
we have seen, arc primarily if not exclusively technological in char¬ 
acter. They are based on efforts to maintain a constant ratio Ix'- 
tweeij sales and capital stock plus the durable nature of most 
capital goods. 

However, a certain amount of investment may properly be 
related merely to changes in the level of income (as opposed to 
changes in the rate of change of the level of income). That is to 
say, it is reasonable to expect investment to be greater at higher 
levels of national income than at lower levels. The reason for this 
relationship is rather clear. The profitability of a contemplated in¬ 
vestment is obviously in large part a function of expected future 
sales, but because of uncertainty inherent in the future, business¬ 
men are very likely to use current sales as the basis for estimating 
future sales. Movements along any given propensity to consume 
indicate that con.sumer sales do increase as national income rises. 
These additional consumer purchases should, more or less, induce 
more investment and cause national income to rise still more. Con- 
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v(Tsely, when national income falls, a glance at the propensity to 
consume tells us that consumption will fall off. But a decline in 
consumer purchases should damp the prospects of the profitability 



Figure 25. JKational ituome and Induced Investment 

ot contemplated iiiN'estments and thus induce a decline in iinest- 
nient acti\itv, causing national income to fall still further. 

It is now time lor us to take cognizance of induced investment 
ol the latter \arietv.To do this recpiires onl)’ a slight modification 
of the propensity to consume—investment and savings—investment 
diagrams, which we have used to illustrate the determination of th(’ 
ecjuilibrium levels of national income. This is done in Figures 24 
and 25. 

In Figure 24 the propensity to spend (C + 7) curve is seen to 
diverge from the propensity to consume more and more as the 
national income rises. The distance between the C and C + 7 
curves, it will be recalled, measures the amount of inv'estmcrit at 
each lev el of income. Wh(*re the two curves heretofore have been 
drawn equidistant at all points to indicate the same level of invest¬ 
ment regardless of the income level, now the two eurv'^es diverge 

It is impossible to illustrate diHgrammatieally the belia\ior of iiivest- 
inent associated with the Acceleration Principle, because it would l>e necessary 
to relate changes in investment to changes in the rate of change of income. 
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increasingly as the national income rises to indicate that the higher 
rates of national income (both consumption and investment) induce 
additional amounts of investment. Comparison of Figure 24 with 
Figure 19 in Chapter 2 reveals that the equilibrium level of income 



Figure 26. The Effects of Induced Investment on Imome Determination 

is higher vs heii cognizance is taken of induced investment as well as 
autonomous investment. 

Tlie same thing is illustrated in Figure 25, perhaps a bit more 
sharply. Here the investment schedule is seen to rise as the national 
income gets higher, indicating that the higher le\'el of income 
senes as a spur to further investment o\’er and above the amount of 
investment that may be considered autonomous, or independent, of 
current economic activity. If we also compare Figure 25 with 
Figure 20 in Chapter 2, it is evident that the equilibrium level of 
income is higher when induced investment is included in our 
analysis,' 

With the aid of Figure 26 it is possible to indicate a bit more 

Cliaiipes in autnnoiiiou.s investment are .still indicated by .shifts in the 
position of the curve itself. If we wi.sh to calcidate the value of the multi¬ 
plier, taking cognizance of induced investment, the formula for the multiplier 
becomes: k= 1/(1 - MFC) — MPL MPI (A//.^y) stands for the “marginal 
propensity to iiu'e.st," the slope or rate of change of tlie investment function 
or schedule, k, the multiplier, i.s now seen to be larger than it was when 
based on the marginal propensity to consume alone. 
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pointedly the significance of recognizing the role of induced in¬ 
vestment. In Figure 26 we have superimposed the horizontal in- 
\'rstmcnt schedule used in Figure 20 in Chapter 2. Now let us 
suppose that there were an increase in the propensity to save (or, 
what is the same thing, a fall in the propensity to consume), to S'. 
It is evident that the national income declines much further when 
the effects on induced investment arc recognized (i.e., we refer to 
/, a' to a) than is the case when we include only autonomous in¬ 
vestment (i.r., we refer only to /\ b' to b). This, of course, is as it 
should he. A rise in the propensity to save, or a decline in the 
propensity to consume, means that the community will now spend 
less on consumption at each level of income than was the case here¬ 
tofore. Ceteris paribus, such a decline in consumer purchases 
should not leave the rate of investment unaffected. Rather it is 
likely to damp the prospects of contemplated investment projects, 
and hence induce a decline in the rate of investment, too. But this 
decline in in\x*stment demand will itself cause the national income 
to fall more than it would have had investment demand remained 
undisturbed. By shifting the savings schedule in the opposite direc¬ 
tion to indicate a fall in the propensity to save (or a rise in the 
propensity to consume) to S", we see that induced investment 
causes the national income to rise more than it would have in the 
absence of induced investment. The reader should now be able to 
interpolate his own analysis of this sequence of events. 
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t.HAPTER 4 


THE THEORIES OF ,/. M. KEYNES AND 
THE STAGNATION THESIS 


IMROIH/C.TION 

Kc*\v men in the history of economic thought have influenced the 
thinking of their fellow economists more than did ]. M. Kevnes 
when he pnhlished his historic work. The General Theorif of Eni~ 
ployment. Interest and Moneys This was true both of those 
economists who denied his allegations about the weaknesses of 
classical econf)mics and those economists who supported his basic 
position. The former he forced to clarify a good deal of the ambign- 
ons tenets of the classical systems of thought, and to make explicit 
many of the assumptions that were implicit in their analyses. The 
latter he gave the basic tools which they have used to build up a 
system of techniques of economic analysis which have greatly en¬ 
riched our understanding of the functioning of our economic .system, 
particularly those aspects dealing with the determination of the 
national income. 

Even fewer men have influenced the economic policy of govern¬ 
ments as did Keynes. At twenty-two he was financial adviser to the 
Indian Govcniinent; by the time he was fifty-three (in 1936, when 
his General Theory was published), governments all ov^er the world, 
including that of the United States, were either consulting with 

^ (London, Harcourt, Brace and Company, Inc., 1936.) this 

wcirk was the basis for what has been called the “Keynesian Revolution,*' the 
^*nsuiiig discussion is based not only on the General Theory, but on innumer¬ 
able articles, written by Keynes himseli as well as numerous of his disciples, 
wliich both elaborated on and qualified much of the basic groundwork that 
was laid in the General Theory itself. 
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liim direct!)' on matters of economic policy or else paying heed to 
his economic dicta as they were made known in economic and lay 
periodicals and, even, newspapers. This situation lasted right up to 
the time of his death, when he was one of the foremost advisers in 
the drav^'iiig up of the world-wide agreement which led to the 
establishment of the International Monetary Fund. 

Keynes’ theory of economic fluctuations might best be described 
as an o\’ersa\ing-iinderinvestmeiit theory. He stressed both the 
e\cessi\ely high position of the propensity to sa\e (or low po.sitioii 
of the propensity to consume) and the dearths of invc'stment op]5or- 
tunities, as factors inducing serious slumps in business and general 
economic acti\ ity. As a matter of fact, his theory is probably more 
aptly described as a theor\' of prolonged (chronic) depression—of 
■‘secular stagnation,” rather than one of business cycles. 

Secular stagnation is the name given to that scho<)l of thought 
which asserts that in the “mature” (highly industrialized) economies 
of the Western world, depressions are likely to become increasingly 
prolonged. In fact, it envisages a time when these economies will 
enter into a state of permanent underc‘mployinent of their resources. 
This situation stems from an annual rate of investment far below 
that required fcjr the le\el of national income necessary to ensure 
full employment. At the same time it denies the possibility of the 
propensity to consume’s rising of its own accord to ensure a level 
of consumption sufficient to fill the gap created by the decline in the 
rate of investment. This thesis will be developed much more fully 
at a later point in this chapter. 

It is (piite true that Keynes did not come out in the General 
Theory and clearly enunciate a thesis of secular stagnation. This 
was done by his American “Mohammed,” Professor Hansen, and 
others. Nevertheless, there are many suggestions throughout the 
book which indicate that such a thesis was playing a large role in 
fiis thinking.- Furthermore, a couple of articles of his appeared 

^ "Although not elaborated at any length, Keynes* ideas about the long- 
run factrirs influencing investment demand, nonetheless, play an important part 
in shaping his treatment of the problem of income and employment. They de¬ 
termine to a Lon.siderable extent what is important and what Is not; what is 
discussed and what is left out. To take one example: It is largely because he has 
become skeptical of the long-run adequacy of investment demand that Keynes 
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prior to the one by Hansen which, for the first time, clearly set forth 
the stagnation.® In these articles Keynes certainly laid the ground¬ 
work for the stagnation thesis.* Moreover, his name was varioiislv 
associated with this school of thought, and he never denied the 
propriety of linking the idea with his name. 

Whether Keynes wholeheartedly supported the stagnation thesis 
is perhaps not too important. Of much greater significance, un¬ 
deniably, is the fact that he clearly and forthrightly posited the pos¬ 
sibility that the economic system might attain an equilibrium posi¬ 
tion with large-scale unemplovment. As Professor Sweezy has 
noted ill the reference given abo\e, classical economic analysis 
always assumed full employment to be the norm. .Anv deviations 
from this nonn, in the form of an economic depression, were con¬ 
sidered merely temporary aberrations from the norm, to which the 
economy would soon return, if let alone* and giv'en enoiigh time. 
Keynes, howc'ver, demonstrated, with keen analytical rigor, that 
there is nothing “nonnal” about economic equilibrium at full em¬ 
ployment. There is nothing inherent in the economy which will 
c ause it incmtablij to move from a state of economic depression to 
a state of c*conomic prosperity, characterized by full employmc^nt' 


shifts the Incus of iitlenlion in tJie General Thcoiij trniii the cycliLal \anatinn 
nt the lc\cl of ciiiploynu'iit duel iiicoiiu* to tlu* level itM*U. The* tradition.il 
biisiiics.s cvclc appro.K'h assumes that full employment is the nf<mi about 
which aetivit\ fliictuute.s and to w'liieli it tends aKvays to return. In the Gen¬ 
eral Theory, Keyiie.s abandons tlie assumption tli.it there is any nonn; the svs- 
teni tan he in eipulibrium at widely different levels of emploMneut." Cf. Alan 
Swi-eyy, “Dei lininp Investment Oppoitiiiiitv,” in The iVen Economics, S. K. 
Harris, ed. (New York, Alfred A. Knopf, 1948), pp. 42.5-42(i. 

^ See A. H, Hansen, “Eeoiiomie Propress and Decliinnp Population 
Cirow’th,'* American Economic Review, XXIX (March, 1939), pp, 1-15. 

* See, particiilarlv, J. M. Keynes, “Some Economic Consequences of a 
Deeliniijp Population,^' Euu^enirs Review (April, 1937). Also, “Population and 
Pro.sperity,” (Feb. 19, 1937). 

‘ The term “lull employment" should not be interpreted literally. When 
used, the term usually implies allowance for what is usually referied to as 
frictional iineniploynient. PVictioiial unemployment arises from the fact that 
workers are not “eompletelv ehaiigeable and mobile” in their ability to move 
from one job and/or occupation to another, “so that, thoupli there is aii 
unsatisfied demand for labor, the unemployed workers are not of the ripht 
^ort or in tlie riplit place to meet that demand.” This t)*pe of unemployment 
arises from lechuolopical change, local variation in demand, seasonal variations 
'n demand, or wholesale changes in the stnicture and composition of the in¬ 
dustry of a given region or nation. But unemployment is not considered fric- 
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of all resources ready and willing to be employed. Thus it is per¬ 
fectly possible for the economy to settle down in a state of relative 
quiescence, neither moving upward nor downward, but maintaining 
a permanent “hard” core of unemployment.'’ 

The Keynesian system of analysis neatly fits into the set of tools 
developed in Chapter 2. His analytical tools consist of the pro- 
pensit}' to consume (or, its complement, the propensity to save), 
the marginal efficiency of capital, and the rate of interest, the latter 
two determining the le\’el of investment.' Everything that was said 
about the general characteristics and meaning of the terms pro¬ 
pensity to save (or consume) and the marginal efficiency of capital 
in Chapter 2 holds true in the present chapter. The reader should 
refresh himself on these points if necessary. However, because the 
rate of interest plays such an important part in the Keynesian systt'in, 
it will be iu*cessarj' to go into a rather lengthy discussion of Keynes' 
ideas on the rate of interest. 


tioiial unless there is at least some unsatisfied demand for l.ibor soniewluTe in 
the eennotny, that is, tlie uneniployineiit nm.st not arise from a deficicMity of 
total iiionetar)' demand. Thus' full employment has been defined as a sitmi- 
lion in wliich there are always more \aeuiit jobs than unemployed men, “so 
that unemployment at any time is due to the nonnal lag between a jx-rson 
losing one job and finding anotlier.” For an excellent discussion of the term 
full empl(]v meiit, see W. H. Beseridge, Full Employment in a Free Horiety 
(New York, W. W. Norton & Company, 1945), pp. 18-20 and 408-410. Tbe 
foregoing ijiiotations are fnnn these pages. 

How long the ".slate of relative quiescence” would last, of course, would 
depend in part on liow' long the iineinployed would be content with that status 
before resorting to some form of political or economic upheaval. 

" It is no accident that Keyne.s' set t)f analytical to(jls turns out to be ex¬ 
actly the same as those de\’eloped in Chapter 2, Jor l»e was the first to develop 
and use them. However, it is necessary to point out that these tools of 
analysis are, in and of themselves, completely neutral with respect to any 
tlieor)' of the business cycle. That tliis is so w'ill he abundantly evident from 
the use which will be made of them to dc.scrihe tlie theories of economists who 
wrote long before the General Theory appeared. That they arc neutral is also 
evident from the widespread adoption of these concepts by economists who 
are in violent disagreement with the ideas of Keynes. These tools of analysis 
become an economic theory only when certain values are imputed to them. 
And what values are imputed to them will depend on the individual’s concep¬ 
tion of the nature and origin(s) of business cycles. The important thing is 
that any value may be so imputed; the result is a theory of the business cycle, 
whether it be Keynes’, Hobson’s, the Austrians’, or anyone else’s. 
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THE LIQUIDITY PREFERENCE THEORY OF INTEREST 

According to Keynes, the rate of interest is determined by the 
supply of money and the demand for money to hold in the fonn of 
cash balances. In fact, interest is the price paid to overcome the 
desire to be liquid, that is, to hold cash balances. Keynes defines 
three motives for the holding of cash balances for liquidity prefer¬ 
ence: the transactions motive, the precautionary motive, and the 
speculative motiv<\ 

The Transactions Motive. People desire to hold cash in order to 
cowr the interval between the time when cash outlays are made 
and the time when more ca.sh will be received. This reason for 
holding cash balances applies to priv'ate individuals as well as busi¬ 
ness firms. Most people maintain a certain portion of their incomes 
in the form of cash balance's .so that they may apportion their dis- 
l)ursc’menls more or less evenly during the period between the time 
they receive a particular income payment and the time the next one 
comes due. Similarly, business firms are very careful to maintain 
a certain amount of cash balances to cover the period behv’een the 
incurrence of business costs and the rc'ceipt of new cash from sales. 
The fear of being financially embarrassed becan.^e of temporary 
illicpiidity is of especial concern to businessmen. 

The demand for cash balances for transactions puqio.ses will 
vary with such things as the level of national income (i.c,, the level 
of transactions), the pric-e level, expectations about these, the fre- 
(jiiency and regularity of receipts and payments in the community, 
and the case of borrowing short term, etc.” 

The Precautionary Motive. Emergencies are always arising in 
the lives of most people, and many of them usually entail the use of 
cash. Perhaps the emergency may take the form of illness or an 
accident; maybe a good investment is in the offing or the possibility 
of a business “killing" exi.sts if certain goods can be acquired. The 
failure to maintain some amount of cash balances for such evxmtu- 

‘'The deterTnirjant.s of tlie "traiisaclioiis” demand for rash balances are 
die .same a.s those usually discu.s.sed in connection with the tran.saction \plocity 
of money. A more detailed discussion of these factors may be found in almost 
«»iy money and banking text. See, for example, L. V. Chandler, The Ecotwmics 
Money and Banking (New York, Harper & Brothers, 1948), pp. 543—549. 
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alities may result in the necessity of liquidating some capital asset at 
a big loss to acquire cash, or, failing this, possibly foregoing the 
profitable business venture, etc. There is little way of predicting 
how much in the way of cash balances people will hold for “pre¬ 
cautionary' purposes. To a large extent the amounts held will vary 
with the subjective estimates of individuals concerning the prob¬ 
ability of such emergencies, together with their (varying) abilities 
to maintain liquid cash for these purposes, and their estimates of the 
worthiness of foregoing other uses of the cash money.'' The avail¬ 
ability of short-term credit also plays an exceptionally strong role 
in the demand for precautionary balances by business firms. This 
factor becomes critically important in times of severe slump, when 
the credit standing of many firms goes plummeting, causing an 
inordinate amount of precautionary hoarding. 

Keynes grouped the cash balances held for transactions and pre¬ 
cautionary purposes under the single heading A/,. While we shall 
go along with this grouping for the present, there are strong reasons 
for treating precautionary hoarding as much more closely aligned 
with speculative hoarding. Transactions cash balances may be 
aptly described as “active” balances, in contrast with balances held 
for precautionary and speculative rea.sons. These last two appear 
to fit better the de.scription “idle” or hoarded cash. 

The Speculative Motive. This motive plays a fundamental role 
in the Keynesian theory of unemployment. It is basic to Keynes' 
theory of interest. According to Keynes, people will increase their 
holdings of idle cash balances, will hoard more money, tlie lower the 
rah* of interest. The demand for cash balances for speculative pur¬ 
poses may be described as a demand schedule, or curve, which is 
negatively inclined (i.e., it is a decreasing function of the rate of 
interest). This demand curve may be labeled the schedule of 
liquidity preference proper. An illustration of schedules of liquidity 
preference proper is shown below in Figure 27. 

® A. G. Hart has developed a very interesting discussion of the precau¬ 
tionary motive imoKiiig a concept he calls tlie “Principle of Linkage of 
Risks.” Briefly, the principle is an expre.s.si(jn of the fact that the failure 
to maintain a margin of cash for emergencies may cause a chain reaction in 
the dire results that follow being “caught short of cash.” See Hart, Money, 
Debt, and Economic Activity (New York, Prentice-Hall, Inc., 1948), pp. 198- 
203. 
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It is to be seen that the liquidity preference curves indicate that 
the demand for cash to hoard increases as the interest rate falls. In 
the Keynesian system, hoarded cash balances (that is, cash held for 
other than transactions or precautionary purposes) represent the 



Fifrure 27. Lifjuidity Preference and the Rate of Interest 

altcriiati\e to the use of this cash to purchase securities. At low 
interest rates people prefer to hoard their money rather than use it 
to buy securities. The reason lor this stems from the relationship 
between interest rates and capital asset \ allies—bond prices, for 
example. 

Rond Prices and interest Rates 

Bond prices and interest rates always move in opposite direc¬ 
tions; when interest rates rise, bond prices fall; when interest rates 
tall, bond prices rise. The reason for this inverse relationship lies 
in the fact that bond prices (as well as all capital values) actually 
are the present (capitalized) value ol the future stream of incomes 
discounted at the market rate of interest for the type of investment 
in\’olved. This process may be illustrated \^ith the aid of a simpli¬ 
fied version of the capitalization formula: V = Y/i, where V stands 
for the present value of the future income stream of the bond (or 
other capital asset), Y represents the future income per annum, and 
i is the market rate of interest. Now let us substitute numbers in the 
formula. Thus $50/.05 = $1,000; that is to say a $50 income that 
will be yielded in perpetuity is worth in the present $1,000 when the 
current rate of interest is 5 per cent. Suppose the interest rate 
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werr to fall to 4 per cent: $50/.04 = $1,250; the decline in the rate 
of interest from 5 per cent to 4 per cent has resulted in a rise in 
the present value of the bond's future revenue stream of $50 (/.e., 
the bond price) annually from $1,(X)0 to $1,250. If the int(Test rate 
were to rise from 4 per cent to 6 per cent, the bond price would fall 
from $J,25() to $S75. 

The Inverse Relation of Interest Rates to Security Prices Induces 
Increased Hoarding as the Interest Rate Falls 

To return to the central theme of our analysis, Keynes pointed 
out that people are in the habit of getting accustomed to a par¬ 
ticular lex el of interest rates that happens to establish itself for anx' 
extended period of time. The more the actual market rate of in¬ 
terest falls below the accustomed rate(s), the stronger the expecta¬ 
tions of potential lenders (purcha.sers ol securiti(*s) that the interest 
rate will soon rise again to its “normal” level. Anyone who expects 
the rate of intere,st to rise in the near future will refrain from tying 
up his money in securities, but rather will hoard his uionev pending 
the rise in interest rates. For the rise in interest rates implies a 
decline in security prices, and the purchaser runs tlie risk of having 
to sell his security sometime in the future at a price far bc‘low that 
at which he purchased. The resulting capital loss may wipe out, 
and more, whatever interest income accrued during the time the 
security was held. Thus the demand for cash to hold in the form of 
idle balances increases as the rate of interest falls, and, moreover, 
will probably take place at an increasing rate the* farther the in¬ 
terest rate falls below the “normal” rate, that is, the rate to which 
the community has grown accustomed in the preceding time 
period.*^’ 

T\V(j problems .suggest theiii.selves at this point; what is the "nonual” 
rate «if interest referred to in the text, and how is an increase in hoarding ob¬ 
served? Ill answer to the first question, wc may say that it is totally unneces¬ 
sary to state a precise figure. All that is necessary is that the coininunity grovi’ 
accustomed to a particular level of interest rate(s), whether this level be 
relatively high or low, 6 per cent or 3 per cent, and that the actual market 
lev'el of interest rate(.s) proceed to fall nclow this level. The historical data 
on the movements of interest show that there is nothing absolute or ‘'normal" 
about any particular kwel of interest rates." Judged on the basis of the level 
of interest rates during the 1920’s, those of the *30's appeared very low. How¬ 
ever, there have been periods in our history when the structure of interest rates 



THE THEORY OF KEYNES AND STAGNATION 


143 


At Certain Lou* Rates of Interest the Demand for Cash Balances 
Becomes Perfectly Elastic 

Close scrutiny of the liquidity preference schedules in Figure 27 
reveals another, especially significant, characteristic about the be- 
ha\'ior of the demand for idle cash balances in response to declines 
in the interest rate. As the interest rate falls lower and lower, the 
curves become increasingly elastic, until finally, they become per¬ 
fectly elastic. If the liquidity preference schedule were Y,, for 
example, tlu'ii if the interest rate fell to i, the demand for cash to 
board would become infinitely elastic at that level. The reason for 
this phenomenon involves a continuation of the reasoning process 
developed above to explain the negative slope of the curv'es. We 
observed that the farther the interest fell below the accepted normal 
rate, the more cash is the community likely to hoard. Tliis is a 
natural consequence of an increasingly strong expectation that the 
interest will soon begin to rise again back to its normal level. At 
some interest rate below the norm, Keynes argued, the community 
beeomtxs com inced that it will not fall any further, but instead will 
start to rise. .At this rate (i on the curve Y,) people will hoard 
all new cash that comes into their hands. This means, in effect, 
that nothing can be done to lower the interest rate bevond this lev^el. 


was just us low. Tlio only ,sij;iiificaiit Tolationsliips an.* tlic rel.iti\t* levels of the 
interest rate structure in successive time periods, or phases of the business 
cycle. 

Th<* problem of ineasuriug changes in the rate of hoarding for society as 
a whole is a bit Jiiore tronbh’some. Most people are not in the habit of separat¬ 
ing their “active” cash balances from their “idle” ones. It is probably a ques¬ 
tion of inaintaining a minimum balance bclow' which they will mil go, with 
the minimiini varying upward or downward a.s they decide to “hoard” more 
or less. The question then becomes one of detennining the length of time 
necessary for a balance to be held idle before it is classified a.s a hoarded bal¬ 
ance. But “overnight, all balances are idle, and iiver a sufficiently long 
l^eriod, all may have h«'eii ai*tive, in the sense of having been turned over.'* 
(Haberler, Prosperity and Depression, Lake Sucee.ss and New York, United 
Nations, 1946, p. 202.) To niea.sure the change in the rate of hoarding sta¬ 
tistically, therefore, it is necessary to resort to the statistics on the transactions 
velocity of money. An increase in the velocity of money signifies a decrease 
in the demand for cash balances for speculative purpo.ses (dec-rease in hoard- 
while a decrease in the velocity of money indicates an increase in hoard¬ 
ing. For a gcKid discussion of the problem of measuring changes in hoarding, 
see Haberler, op. cit, pp. 202-205, 
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Whether the monetary authorities increase the quantity of money, 
or whether cash is released from the active balances held for transact 
tions or precautionary purposes, all the increments in cash will be 
hoarded in anticipation of the rise in interest rates (collapse in 
bond prices).” This possibility is illustrated in Figure 27 also. 
Note that on the curve Y, as the quantity of money is increased to 
A/'" and beyond, the interest rate is unchanged, for all increments 
in the money supply o\’er and above M" will be hoarded in anticipa¬ 
tion of the rise in the rate of interest. 

Keynes labeled that portion of the total of cash balances held for 
speculative purposes, A/^. Since all the cash in circulation must be 
in somebody’s balance, idle (A/^) or active (Afi), it follows that 
A/j -f M,, — Af, the total amount ol money in circulation. 

We have observed that according to the liquidity preference 
theory of interest, the rate of interest is determined by the dc'inaiul 
for and the supply of money. A/^ and we have seen, constitute 
the demand for money, for transactions and lor precautionary pur¬ 
poses and speculative reasons, respectively. A/, it has just been 
noted, is the total supply of niom*y. Who determines the supply of 
money, M? The central monetary authorities, who fix the money 
supply in accordance with the particular monetary policy being fol¬ 
lowed. Because the supply caimot be rigorously related to any par¬ 
ticular variable in the economic system, Keynes is in the habit of 
treating it as a constant. However, this treatment is only a matter of 
convenience, of simplification; it is not an integral part of Keynes’ 
structure of analysis. 

The Determination of the Interest Rate 

We are now in a position to show the determination of the rate 
of interest in accordance with the liquidity preference theory of 

The hoarding may be done by indn idiial sa\ ers and by institutional 
savers such as in.surancc companies, savings banks, trii.st funds, and, also, com¬ 
mercial banks. In the latter case, attempts on the part ol the monetary authori¬ 
ties to expand the money supply through open markt't purchases or lowering 
of reserve requirement.s may be completely throttled by the c(jmmercial banks, 
who simply use their increased U’serves to build up their excess reserves. This 
factor provides a partial explanation of the development of huge excess re- 
.serves in the commercial banlcs in the United States during the thirties. Banks, 
like any other lender, may refuse to make loans or investments if they antici¬ 
pate a rise in interest rates. 
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Kcynt's. In Figure 27, M' is taken to be the total supply of money, 
as determined by the monetary authorities. Three different liquidity 
preference schedules are presented. These schedules show the 
demand for cash for speculative purposes A/,. Given any particular 
schedule of liquidity preference and the supply of money, the in¬ 
terest rate is automatically determined. Thus if the licjiiidity prefer¬ 
ence schedule happtMis to be Y,,, with the supply of money equal to 
A/', the interest rate* is givcMi at f„. A higher demand schedule for 
cash to hoard of Y^ would result in the higher interest rate of i., 
(with the money supply of A/'). A hoarding schedule at the level 
of Y^ produces an interest rate of It is e\'id(‘nt that, with a fixed 
supply of money, the interest rate \ aries directly with the height of 
the liquiditv preference* schedule, rising as this rises and falling as 
this falls. It should also be evident that given any particular 
schedule of licjuidity preferc'nce, the rate of interest varies inversely 
with th(‘ mon(‘y supply, rising as the money supply shrinks, and fall¬ 
ing as the supply of nif)n(*v expands. In the latter ease, however, we 
ha\e noted the possibility of a “floor'' beneath which the interest 
rate may not fall; this takes plac(‘ when the very (or completely) 
elastic portions of anv particukir liquidity preference* schedule are 
reached. 

Thus far we seem to ha\e confined the discussion of the interest 
rate deterininatioii, on the demand side, to the u.se of cash balances 
for speculati\(* or hoarding purposes. The reader may, correctly, 
be wondering about the role of the demand for cash balances for 
transactions and precautionary purposes. The demand for cash 
balances for these two purposes will undoubtedly vary mostly with 
the level of transactions and the price level at which they are pro¬ 
ceeding; in other wends, the demand for cash for A/, will vary 
primarily with the national income. Given any particular schedule 
relationship between the interest rate and the demand for cash for 
hoarding purposes, and given the demand for precautionary bal¬ 
ances, the position of the schedule will vary directly with the 
national income. The higher the national income, the higher the 
position of the schedule of liquidity preference, and vice versa. 
Given the specidativc and transactions demands for cash balances, 
the position of the schedule will also vary directly with the demand 
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for precautionary balances. As a matter of fact, the transactions 
and precautionary demands tend to offset one another to a great 
extent, and hence, limit the movements of the schedule. The reason 
is that the precautionary demand for cash balances tends to rise 
sharply during periods of deflation and depression, at the very time 
the national income and prices, and therefore, the transactions de¬ 
mand for cash balances, are falling. The opposite tends to be true 
in periods of recovery and prosperitv. 

This relationship between the height of the liquidity preference 
schedules as detennined by the national income and its effects on 
Ml should now answer the que.stion in the readei’s mind regarding 
the role of in determining the interest rate. For the significance' 
of the direct relationship between the height of the schedule.s and 
the rate of interest is that the more cash needed for. sav, transac¬ 
tions purposes, the less is available for hoarding piiiposes, and, 
therefore, the higher is the rate of interest. The less cash needed for 
transactions purposes, the more there is to satisfy the propensity to 
hoard, and so the lower is the interest rate.'- 

We iii.i) eiiipliasi/e tlie relatiorisliip In'tweeii A/,, \J_, .nicl tlie rate of 
interest tlie aid of the following diagr<un; 



OAfg measures the total amount of money in existence; OMj measures that 
portion of the total used tor transactions and precautionars purposes, and 
Af,M, indicates that portion used for hoarding. Given the liiniidily preference 
schedule and A/iMj as the quantity of money available for hoarding, the 
interest rate is established at i. A decrease in the amount of inoncy for trans¬ 
actions purposes, which is released for hoarding purposes, ma)’ he indicated 
by a shift to the left of the quadrant containing the liquidity preference sched¬ 
ule, with the latter maintain in g the same position within the quadrant. Thus 
the only things which have changed an* the relative amounts of inoncy avail¬ 
able for transactions' and speculative purposes. More money is available for 
the latter and less for the former, measuring the incrc'ase in the amount 

available for hoarding. It is to be seen that the release of cash from active to 
idle cash balances has reduced the interest rate from i to f,. By shifting the 
liquidity preference quadrant to the right to indicate an increase in the size 
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THE KEYNESIAN THEORY OF UNEMPLOYMENT 

Permanent Underemployment Equilibrium in Mature Economies 

Now that vve have the Keynesian Liquidity Preference Tlieory of 
Interest hc'fore us, we may proceed to analyze his th(*ory of unem¬ 
ployment, Keyiuvs argued that in the mature (highly iiidustrial- 
i/ed) economies ol the Western world, the equilibrium levels of 
national incoim*, as determined by the propeTisity to consume (or 
s.u’e) and the rate of iiuestimait, were displaying an increasing 
t(‘ndency to rt'inain pennanentlv below the levels oi national income 
nece‘ssary to pro\id(* full emjdovinent of the available resources. 
This thesis, that the mature (H:*onomies ol the Western world are en- 
h’ring upon an (na of chronic depression and imcmplovineiit, may 
l)t‘ illustrated f)y referring to Figure 28 on page 148. 

Assume OF to be the national income needed to preside full 
employment of the nation's resources. It is evident that this level 
cannot be maintaim-d, gi\en the consum])tion and iinestinent sched¬ 
ules of Kigiin* 2S. At tlie national income OF, the rate ol sasings 
geiicjated In’ tin's hnel of iiu'oine (measured In the distance ah 
between the KM) per cent line and the propensity to consume) is 
considerably giH’ater than the rate of in\(’stnient ah lorlhcoming 
at the same loel (hh shows the excess of sasings (ner investment 
at the full emploMTK'iit income OF). Hence national income must 
fall until it n’aches OV, f(ir it is only at this level that sa\ings and 
investment are the same. But OY is considerably less than the full 
employment income of OF. Keynes’ position is that in the mature 
economics of the Western world the ecjuilibrium levels ol income 
(OY on the graph) will tend to remain pennanentlv below the 
national incomes rt'cpiired to generate full employment (OF on the 
graph). 

What is the origin of this more or less permanent undercmploy- 
nient equilibrium? Looking at Figure 28, it is evident that the 
excess of savings o\ct investment at the full employment income 
OF might be ascribed alternativclv either to too little consumption 

‘>1 active c.ish balances at the expense nf hnarded balances, the reader can 
prove for hiinsell that the interest rate will rise. 
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or too little investment. But, says Keynes, the origin is both to< 
little consumption and too little investment. The rich, highly in 
dustrializecl economics tend to have too high a rale of saving a 
their full employment incomes, while the (autonomous) investmcn 



Figure 28. An iihntraiion of the Stagiwtion Thesis 

outlets in these economies are not sufficient to absorb these savings, 
and so maintain the lull cmployineiit incomes. Tlu^ reasons for the 
insuffieienc’y of investment and consumption enibodv the essence of 
the so-called “stagnation thesis/’ to which wc shall now proceed. 
First, let us examine the reasons for the deficiency in consumption. 

Too Little Consumption—A Loiv Marginal Propensity to Consume 

The propensities to consume as they have been drawn show that 
consumption increases at a decreasing rate, that is, the marginal 
propensity to consume gets smaller as the national income rises. 
As a result, the propensity to consume in Figure 28 above, for ex¬ 
ample, is seen to fall farther and farther away from the 45"' or 
1(X) per cent line as the national income rises. This means that 
more is .saved at higher national incomes than at lower ones. As 
we know by now, unless these savings arc absorbed into investment, 
the national income will fall, until the rate of savings is reduced to 
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the level where all the savings will be invested. However, if the 
propensity to consume were a straight line, showing that the nation 
spent as much out of an extra dollar of income at high national in¬ 
comes as it did at low national incomes,^’ it is clear that the gap 
between the 1(X) per cent line and the propensity to consume (lo 
the right of point p) would be considerably diminished, indicating 
that rate of sa\'ings at high national incomes is considerably re¬ 
duced. This, in turn, would lessen the amount of investment re¬ 
quired to absorb the sa\'ings at high (or full employment) national 
incomes, and thus pre\ent the national income from falling. 

It is Keynes’ i)ositi()n, however, that there is a “fundamental 
psychological law" which, a priori, sugge.sts that tin* marginal pro- 
pc'iisitv to consume is less than one and diminishes as the national 
incum(‘ gets higher. This psychological law is something of a catch¬ 
all phrase to describe the stnhilitij of consumption habits in the face 
ol short period (or cyclical) change's in the level of income. Thus 
people who suddenly receive increases in their incomes usually do 
not immediately increase their living standards proportionately, 
but raise their consumption e'xpenditures slowly over time. In the 
meantime' they save a portion of their increase, or perhaps use a part 
of it to re'pay debts. Similarly, pt'ople whose incomes suddenly fall 
from a le)ng accustomed level will usually resist curtailing their 
living standards, and dig into savings in an eflort to maintain long- 
accustomed standards. In addition, Keynes utilizes the “law” to 
describe the well-known tendency of the rich to save much more 
than the poor do, because their incomes carry them well past the 
margin of “primary needs,” placing them in a position to save 
easily, and, in the case of the very liigh income brackets, to save 
almost in automatic fashion. 

In support of this a priori plausibility of the “fundamental 
psychological law” making the marginal propensity lo consume 
less than one, Keynes ofl’ers the testimony of experience. If the 
marginal propensity to consume were one or greater, the value of 
the investment multiplier would be infinity, and the economic sys- 

*** A propensity to consume drawn as a straight line would mean th.\t 
its slope (^MPC) would he a constant, whose value would be set by the slope 
Riven the curve as a whole. 



150 THEORIES OF THE BUSINESS CYCLE 

tern would be violently unstable. Small changes in the rate of in¬ 
vestment with a multiplier of infinity would cause the national in¬ 
come to move wildly upward or downward, depending on the direc¬ 
tion of the change in investment. Experience demonstrates, how¬ 
ever, that the economy is not so unstable, that runaway inflations 
or deflations do not represent the coinmonalitv of business-cycle 
occurrences. We are not precipitated into violent inflations and 
deflations at the slightest cliange in investment. In fact, the in¬ 
vestment multiplier do(*s not appear to be greatly in excess of unit^’. 
On these empirical grounds, therefore, Keynes argues, wc can be 
sure that the marginal propensity to consume is less than one*. 

Thus on the basis of deductions from our knowledge of consumer 
behavior in general and of the saving propensities of the rich, to¬ 
gether with our knowledge of the behavior ol the economy with 
respect to the investment multiplier, Keynes holds that it is a 
“fundamental psychological rule of any modem community that, 
when its real income is increased, it will not increase its consumption 
by an equal absolute amount, so that a greater absolute amount 
must be saved . . . that is, tliat the marginal propensity to 
consume is less than unity. Furthennore, the marginal propensity 
to consume of wealthier countries is smaller than that of poorer 
countries. Since wealthier countries generally have higher national 
incomes than poorer ones. Figure 28 can be used to show this. It 
is evident from the curvature of propensity to consume that its slope 
( MFC ) diminishes as the national income gets higher. 

It should be noted at this point that Keynes does not appear to 
liave been clear in his own mind whether the characteristics of the 
marginal propensity to consume he was describing referred to a 
short rim consumption function or to a long run one. In some in¬ 
stances he is undoubtedly concerned with the former, for he ex¬ 
plicitly refers to the cyclical ramifications of a curvilinear consump¬ 
tion function. But when he makes the oft-mentioned comparison 
of the marginal propensity to consume of poor and of wealthy coun¬ 
tries, one must infer that it is long run economic growth that is in 
mind. Since the problem of a permanent under-employment equi- 

“ Keynes, The General Theory, p. 97. It should he remembered that the 
marginal propensity is less than unity both for rises and falls in income. 
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librium is essentially a problem of long run growth, it seems best to 
iiiteq)ret Keynes’ remarks about a low marginal propensity to con¬ 
sume to refer to the characteristics of the slope of the long run con¬ 
sumption function of wealthy (highly industrialized) nations. Thus 
we may construe his remarks to mean that although linear in shape, 
tlie slope ol the long run consumption iunction of wealthy countries 
is too low in \alue (relative to the amount of inv^estnient oppor¬ 
tunities existing in these countries, that is). 

Some might object that we are inferring too much when we im¬ 
pute to Kev nes a thesis that the shape of the long run consumption 
Iunction is that ol a straight line (linear). We do so on the ground 
that Kc^vnes definitely distinguished short run adjustments in con¬ 
sumption to changes in income from such adjustments over longer 
periods of time, indicating that more would be spent out of incre¬ 
ments in income, tlu' longer the period ol time that elapsed. This 
in eftect would seem to nnplv an upward shift in the position of the 
short run consumption function along a long run consumption func¬ 
tion, linear in shape but with a slope less than unity, and even inter¬ 
secting the origin, denoting a constant averafre propensity to con¬ 
sume. 

It should be noted however that Keynes does not appear to have 
been willing to commit himself unqualifiedly on the question of 
whether the long run average propensity to consume (the ratio of 
lotal consumption to total income [C/Y]) falls or remains constant 
as real income rises, that is, whether the proportion of total income 
consumed declines or remains unchanged as real income grows. 
However, he deemed it sufficient for his case that the slope (MFC) 
of the long run consumption function be less than unity, and be con¬ 
siderably less than unity for very w^ealthy countries than for poor, 
backward ones. 

The Position of the Propensity to Consume is Aho Too Lozv 

Looking at Figure 28, the reader may observe that there is an¬ 
other possibility of raising-the level of consumption besides reducing 
the slope (MFC), i.e., straightening, the propensity to consume. 
Shifting the entire curve upward so that at its higher position it 
intersects the 100 per cent line to the right of the point p, would 
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also bring the equilibrium income closer to the full employment 
level. In other words, the tendency toward chronic underemploy¬ 
ment and depression may be attributed to too low a position of the 
consumption schedule itself, completely aside from its slope. 

About the position of the propensity to consume Keynes is much 
less clear. However, there are sufficient references and hints 
throughout his General Thcorij to indicate that this factor played 
some role in his thinking. Furthermore, his disciples and followers 
ha\'e made much of the low position of the propensity to consume. 
Tin's is particularly true of the chief American exponent of his ideas. 
Professor Hansen. Hansen is of the opinion that not onl\ has the 
tt'iidency of the propensity to consume to be too low been carrii^d 
o\er from the past, but that in recent years certain institutional 
developments have taken place which have sc‘rved. relali\ ely speak¬ 
ing, to lower it still more. 

For years economists have been cognizant of the fact that the 
countries that are now highly industrialized have been featured in 
the pa.st by economies with very low propensities to consiinu*. The 
reason for this has also been long recognized. I'his reason was tlie 
extreme inequality in the distribution of the national incomes, which 
enabled the vast bulk of the incomes to fall into the hands of a 
comparatively small portion of the population, who saved the bulk 
of it, almost autoniatically. The .statistics on the distribution of the 
national income through the many yc*ars .show that the basic dis¬ 
tribution pattern has not altered very significantly, despite the 
numerous institutional changers that have since occurred seemingly 
to alter the situation. Where one could justify to some extent the 
<‘xtreme inequality of the past on the grounds that it made possible 
the indispensable savings required for the process of industrializa¬ 
tion, today, Keynes and his followers assert, the dwindling of in¬ 
vestment outlets makes this high propensity to save an unjustifiable 
source of chronic depression. 

In addition to the inequality in the distribution of the national 
income, Professor Hansen has pointed to other, more recent, in¬ 
stitutional developments which have served to depress further the 
propensity to consume, particularly in the United States. Among 
these developments is the rapid growth of life insurance companies, 
whose assets jumped from 3.9 billion dollars to 30 billion dollars 
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plus betw'cen 1910 and 1940. At prescMit, the incomes of insurance 
companies exceed their outlays by well over 2 billion dollars, wliich 
sum ill effect comprises savings for net investment. On top of the 
rapid dexelopment of insurance companies has come the large 
growth of social insurance programs, which have added substan¬ 
tially (about 1 billion dollars) to the current rates of saving. An¬ 
other de>elopmeut which has served as a depressant on the pro¬ 
pensity to coiisiiine is the recent stress on the amortization of 
mortgages. Although Iroin certain points of view this development 
was d(‘sirable, it iie\ertheless remains true that it has added some¬ 
thing like 1.5 billion dollars to the current rale of annual sa\iiigs. 
Filially, but certainly not least important, the increasing lendenev 
ol corporations to jdow' back profits into the business, plus lh(‘ 
emphasis on the building ol depreciation reserves, ha\e both served 
to add considerabh’ to tlu' gross volume of annual savings. To- 
gi'lher these two sources accounted lor 5.T billion dollars in 19.16- 
19.17. The importance of this source is seen in the fact that total 
e\p('iiditurt\s on plant and equipment averaged 6.7 billion dollars 
in 19.16-1937.' Other sources are citt'd by llans(‘n, which, together 
w^ith those* nie^nlioned above*, have serv(‘d to lower the propensity 
to consume, and thus have* leiw^ered the equilibrium level of income. 
Put somewhat diflerently, the low proj)ensity to consunu*, or high 
propensitv^ to save, has placed a greater burden on the rate of in¬ 
vestment, as the se*cond of the determinants of national income. 
The rate* of investment has to fill a much wider gap in order to 
assure an equilibrium level ol income consistent with full employ- 
mc'ut. But, say Keyii(*s and his follovs^ers, th(*re has been a sharp 
decline in the ajnoiint of investment opportunities such as char¬ 
acterized the nineteenth century. This statement brings us to the 
much-discussed Stagnation Thesis. 

Th€' Siagitaiioti Thesis and Underinvestment 

In Chapter 3, we carefully differentiated the categories of in¬ 
vestment stimuli. One of these we called the dynamic and autono- 

'■'* See A. H. Hansen, Fistal Policy and Busim^ss Cycles (New York, W. W. 
Norton & CcMiipany, 1941), pp. 2-18-242. Tlie estimates in the text on the 
numerical coiitrihiitions of the various recent developments which have exer¬ 
cised a downward influence on the propensity to consume are all Hansen’s. 
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mous factors of growth which characterize an expanding econoniv. 
Tlie otlicr category of investment opportunity was that of induced 
investment, that is, in\ cstiiient that was deri\Td from current na¬ 
tional income and sales. The stagnation thesis is concerned with 
the former category of investment outlets, the autonomous growth 
factors. 

These growth factors, it will be recalled, consi.st of (1) popula¬ 
tion growth, (2) the opening up of new territories and or the dis¬ 
covery of new market areas, and (3) technological ad\ancemi'nt in 
the arts of production and in the development of new products. In 
the nineteenth centurv, say the stagnationists, populations gre\^^ 
with tremendous force. Rapidly growing pf)pulati(ms recjiiire goods 
and services which give rise to huge amounts of inv(‘stinent, par¬ 
ticularly that type which is associated with construction acti\'ity. 
The speedy growth and expansion of new towns and cities reipiired 
enormous amounts of new shelter services and the ser\icc*s normally 
included in such fields of public utilities as waterworks, sewerage 
disposal, gas works and, later, electric works; transportation and 
communication facilities were needed to connect the various coin- 
iniinities for commercial and other reasons. Th(‘ amount of invest¬ 
ment required to satisfy the demand for housing service (sheltcM ) 
is greatl)^ in excess of tljat required of most other consumer goods. 
The same is true of the services supplied })y the piddic utilities and 
transportation industries, all of which n'tjnire huge initial inv^est- 
incnts before the serv ice can begin to be rendered. Rut the type ol 
consumer goods demanded by stationary or declining populations 
is likely to entail much less investment. Personal services are an 
important example of this sort. Population growth also induces net 
investment by providing the increase in the labor supply necessary 
to “man’' the capital goods, and it proportional to the rate ol capital 
accumulation, by maintaining capital's marginal productivity. 

On the basis of these relationships, the stagnationists argue that 
population growth was undoubtedly responsible for a large part of 
the capital formation of the last century. It is a well-known fact, 
however, that the mature economics of the Western world are con¬ 
fronted by rapidly declining population growth; in some countries 
the rate of growth is imminently close to zero. Countries like 
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England, France, and the Scandinavian countries have just about 
reached their population peaks. The maximum for the United 
States has generally been predicted for the decade of 1970 or 1980. 
Thus, insist the stagnationists, one of the great dynamic and auton¬ 
omous inducements to invest has disappeared or is in the process of 
doing so with Irightful rapidity. 

What is true of population growth holds also for the growth and 
(l(*\elopment of new territories. Territorial expansion acts on in- 
\(\stment acti\ity very much like population growth. In fact, it 
may not be too far wide of the mark to sav that the two have gone 
hand in hand, that the aAailability of new territorks to inhabit 
a('ted as a spur to population growth. The building up of new 
territories required huge investment in liighways, railroads (earlier, 
canals), in communication facilities, etc. The eommunities that 
grc*w up in the new territories also required astronomical sums to 
be spent on the \arious tvpe.s of construction activity associated 
with new coiumunities. The building of new plants and eqiiip- 
luent for those* industries whose products, not economically trans¬ 
portable, wen* n(*eded to supply the recjiiirements of the new com¬ 
munities also ga\e rise to great amounts of investment.”* 

The f*ra ol territorial evpansion, like the era ol population 
growth, has come to an end, both for the United States and Europe. 
\nd this ending iiieludes foreign iiuestments as well as mo\emenls 
of migrating populations, Hie stagnationists grant that there is 
still considerable latitude for foreign investment in the backward 
ar(*as of the world, but they doubt that these outlets caji provide an 
t*ra of de\ elopment and growth of new territory comparable to that 
which characterizi*d the nineteenth century. The second of the 
thn*e grt‘at growth factors, then, has also disappeared. This leaves 
only the third grow^th factor, technological progress, to carry the 
hiirden of providing sufficient investment outlets for the large 
amounts of sa\ ings geiK’iated at full employment incomes in the 
highly industrialized economies of the world. 

That technological progress will provide the required outlets 
for the investment of full employment savings, the stagnationists are 

Of course, to the extent that population growtli took place in dc‘V'L*loping 
frontiers, these two iiidneenients to invest overlap soinewliat. 
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It is their belief that the capital formation that 
irtbodicHl the developments of new techniques of production was 
to a considerable extent given impetus by the opportunities for in¬ 
vestment created by rapidly growing populations and the opening 
up of vast new territories. . . population growth and the pt'iie- 
tration into new territory . . . ])layed an important role in tin* 
widening of the market and the de\elopment of mass production 
technicpies. Extensive expansion minimized the risks of t<'clino- 
logical innovations and encouraged bold experimentation." ‘‘ 
Moreover, certain institutional developmiMits ha^e taken place 
in recent years which have slowed down eonsiderablv the implemen¬ 
tation of new inventions in actual new inve.stinent. Tbt* reasons li(‘ 
in the numerous restricti\e practices which abound in industrv 
today. Trade unions, taking the short-sighted point ol \iew, otten 
resi.st the use of new technological discoveries for fi'ar of techno¬ 
logical unemployment. The growing concentration of production 
in sufficient degree as to confer an important degree of monopoly 
power on many firms has had similar (‘fleets. Patent slu‘l\ijig is a 
well-known and widesj)read phenomenon. K\(*n when patents are 
not actually shelved, their incorporation into n(‘w investment is 
slowed down by the practice of ensuring that an old investuK'iit 
has been fully depreciated befor(» scrapping, or, at least, that the 
loss on the undepreciated portion of the old investment is oflsc't 
by the l(wer operating cost c^f the ih'w investment.'" ITiider con¬ 
ditions of “vigorous price competition" a new technicpie of pro¬ 
duction would find an outlet in investment as soon as average total 
cost of pnKluction fell below the market price of the product in- 

n.ms(.*ii, op. cit., p. 45. 

A producer who has his clioicc in the matter (.say, a monopolist, who 
is in)t under compf'titive pressure) will not scrap an nnfiilly (h'preci.ited piece 
of equipment unless, with the output a.s a given, the a\'erage total cost of 
producing with the new equipment is Ic.ss than the aserage i ariahlr ccjst of the 
(lid equipment, whose fixed cost is already sunk capital, l^'rom the point of 
view of tlie problem of obtaining an optimal allocation ol re.sources, this is 
a perfectly valid (*conomic principle. So much so, in hict, that it is the widely 
accepted basis for a socialist economy’s decisions regarding the best lime for 
adopting new production techniques and scrapping old. Jhit in an economy 
confronted with the problem of an insufficient Jev'el ol investment to obt.iin 
full employment of its resources, this principle can work to the detriment of 
society, by slowing down the rate of investment. 
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volvcd. And the forces of competition would presumably cause 
other jiroducers to follow suit rather promptly. Thus even if the 
rate of teclmological progress maintains its historical pace, the rate 
()l capital formation, of new investment, which springs from this 
source may be slowed down by the restrictive practic’es of monopoly. 

One final point is further suggested by the stagnationists. 
Having watched the U.S. economy develop during an era of chronic 
labor shortage, we have become accustomed to assuming that the 
\'ast bulk of technological progress will take the form of lahor- 
saving de\ices. Howe\’er, the era of labor shortage in this country 
is now liistory and is likely to remain so for some time to come. We 
may expi'ct an increasing portion of inventions to take the form of 
f c/p/7r//-saving devices. In the short run, of course, ex en this type of 
inx eiilion will act as a spur to new inx c'stment. Hut in the long haul, 
inasmuch as these inventions mean le.ss capital per unit of output, 
the rate of capital formation will be lowered as a result ol tin’s force. 

It is worthy of note that the argument of the stagnationists is not 
predicated on the belief that the rate of tec'hnological progress 
necessarily will decline along with the disappearance of its sister 
growth factors. It is possible to maintain tlv" stagnationi.sl view¬ 
point with compleh’ confidence that the historical rate of growth 
in new techniques will be maintained without change. Ihit there is 
the rub. If all three factors of growth were individually and jointly 
responsible for the high rates of inx'estineiit characteristic of the 
nineteenth centurv, and two of the factors are in the process of 
disappearing, then it is not enough for the third to maintain its his¬ 
toric rate of growth. The rate of technological dt'velopment must 
increase suflicientiv to compensate for the decline in the other two. 
If there may be little a priori reason for believing that technological 
progRvss may slow dovx n, then' are no grounds for feeling that it will 
increase. 

The reader may jjerhaps gc't a good glimpse of the stagnationist 
philosophy if we (piote briefly from Professor Ilansc'ii, foremost 
among the stagnationist school. The century preceding the first 
World War 

■ . . was a century of rapid expansion into new territory, and it was a 
century of prodigious growth of population. . . . This one central fact 
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of growth and expansion dtmiinated the whole economic life. Tt 
minimized the risk of new ventures. If 0 ])timism had carried railroad 
building too far at the moment, if a city had temporal ih' oxTibuilt, the 
damage was short lived. Expansion and growth soon made good the 
error. . . . The modt*rn world ... is loaded with a high risk factor. 
. . . The highly dynamic nineteenth-century was also a world of high 
risks. Nevertheless, confronted with alluring investment ]irojects spring¬ 
ing from rapidly expanding population, the occupation of new territcay, 
the exploitation of new resources, and the growth of new’ industries, 
capital outlays w^erc eagerly made, despite the high ri.sk factors. A rapidb 
expanding economy can aflord to undertaki’. and willingly does und(M- 
take, risk. . . . Our current, less rapidly expanding (‘eonomv . . . does 
not enjoy the buoyancy and optimism under which the rapidly e\])anding 
econoinv of the prewar century w'as capable ol riding roughshod o\i'i 
risk.’" 

Secular Stagnation, the Marginal Efficietuy of Caliital, the Kate 
of Interest, and investment 

It is time now to cast the stagnation thesis into the aiial)'tical 
framew'ork which we' developed in (Chapter 2. The eflect of the* de¬ 
cline and virtual disappearance of two of the* dynamic investment 
.stimuli—population grow'th and territorial expansion—is, clearly, 
permanently to lower the marginal effici(*ncy of capital. Unless the 
rate of interest also declines, .suffieiently to offset the fall in tlu* 
marginal efficiency of capital, the rate of inve.stment iniisl deelim*, 
and with it, tlie national income. Keynes, liowe\er, denied the pos¬ 
sibility of the interest rate falling enough to offset the decline in the 
marginal ('fficiency of capital. It might well fall somewhat, but 
eventually it will reach a lower limit, t'stablisbed by iufinitedy elastic 
schedules of liquidity prelerenc'c, plus the floors set by various in¬ 
stitutional borrowing costs. All measures to lower th(' interest 
rate are futile at this point. Under the pressure of the disappear¬ 
ance of the two growth factors, the marginal efficiency of capital will 
fall much farther than the rate of interest, so tliat the rate of invest¬ 
ment will decline."® 

Han.scn, op. cit., pp. 347-348. The most thorough exposition and de¬ 
fence of the stagnation thesis is undoubtedly to he found in this hook. See 
pas.^im, hut e.specially Chaps. I, XIV, and XV, Part 4. 

Shortly, another and equally important reason for the inePReacy of 
i movements in the interest rate will l3e posited. This rea.sou, that the marginal 
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Summary 

We liave thus arrixed at the couclusion tliat equilibrium with 
large-scale* uiit'mployiuent is perfectly possible, and, in fact, con¬ 
fronts the mature economies of the Western world. Consumption 
is loo low, first, because the marginal propc'iisitv to consume is too 
low at the full employment levels of national income in these coun¬ 
tries. Consumption is too low, also, because* of the too low jiosition 
of the entire propensity to consume* itself. In\estment will not, can¬ 
not, be high enough to alisorh the savings generated bv the full 
ejiiployment incomes. The decline and virtual disappearance of 
population growth and territorial expansion have ser\ed to depress 
too much the marginal efficiency of capital. The interest rate* can¬ 
not be* lowered sufficiently to off.set the fall in the marginal efficiencv, 
because at certain le^eIs be*lo\\ the “normal" rale of inter(*st, the 
demand lor ca.sh to hoard be'coiiu's perfectly elastic; this plus \ari- 
ous institutional borrowing costs forestall attempts to for(‘e it lower. 

In e*/h'ct, we have a more or less drflafionarij at full cinplov- 
inent le\e»ls of national income. Savings exhibit a persistcMit tend¬ 
ency to outrun the rate of investment forthcoming at the.se levels. 
The result is that the national income must lall below the lull ein- 
jiloymeiil levels until savings are rt*duced enough to be absorbed 
into the investment projects forthcoming at these low national in- 
eomes. The result: chronic depre.ssion, with a permanent hard core 
of uiiemjdoyment. Even if the mature economies experience up¬ 
swings, these will lack the buoyancy and vigor to achieve any sig¬ 
nificantly lasting period of prosperity and full employment. Not 
only will future upswings be anemic, howev er, but the depressions 
of the future will be deep and long lasting, leaving us with a legacy 
of persistent, large-scale unemployment.'^ 

t'fficieiify of capital is inelastic with respect In I’hiiiijjcs in the interest rate, is 
widely held by Keynesians and non-Keynesians the \^'t)rld over. Keynes him¬ 
self appears to have been unable to make up his mind on this matter. He 
relied solely on his ideas about the shape of the licpiidity pn-fereiice sched¬ 
ule, that is, that at certain rates below the accustomed “nonn,'* the schedule 
heconies perfectly elastic and efFectbelv prevents the (necessary) further 
d(’eliiie in the interest rate. 

The stagnationists sharply reject any notion that points to the post- 
World War II experience as effectively disproving their thesis. The postwar 
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CRITICAL EVALUATION 
Vnemployment and IVage Rigidities 

There is probal)l\' no more repeated argument against the under¬ 
employment eqiiililiriiim of Keynes than the one that asserts that 
such a situation is possible oiilv because Kevnes assumes that wages 
are rigid in the downward direction. The classical writers maii»tain 
that il wages wc*re permitted to be flexible in the' downward direc¬ 
tion, equilibrium of the economy with hxss than full emplovinent 
would be out of the ejuestion. It was this \iew of the jjroblem of 
unemployment wliich Keynes challenged. There has dt‘\ eloped out 
of this question concerning the relative merits of wage reductions 
a huge quantitx' of literature. Economists have been forced to rally 
all their intellectual equipment and empirical knowledge* in an 
effort to sustain their different positions on the prohh*m. The im¬ 
portance of the.se discussions cannot be underestimated, for out of 
them has come a wealth of material dealing not only with wages, 
but dealing also with the influences on the propensity to consume, 

boom wMs soiiietliiiij^ that has always Iran.spired after even’ v\ar. The .uh(‘iit 
nl W’orld War II merely internipted the trt*ud that .sli.irply manifested ilsell 
dnriiii; the thirlie.s. 

One nlher point is \\<irth\ of note at this juiRlLire. In (’haplei S it is siio\Mi 
(pape 2(j, II. 8) tliat Marx's C'affital contains .i twofold theory of the business 
cvele, an undereonsumption tlieorx' and a lon^ nm o\('rin\estinent one. Ills 
underconsumption theory is explained there briefiv. Jt is worth while to note, 
rilso, Marx’s lonj^-rnii o>erin\e.stmeiit thesis, if for no other n-asoii than its 
belonging to the inU'llectnal ancestry of Keynes. In the note just referred to, 
surplus value is defiia-d as the difference between the full \ alue of laboi's 
product and the portion oi this value product that is paid labor in the form 
of sub.sisteiice wa^cs. A larger and larjj;er portion of surplus value is invested 
by the capitali.sts in fixed capital, with proportionately less goinj; to variable 
capital. Th(* hitter, for the economy as a whole, in the .short run, ina)' bi* taken 
to compri.se current waj^t s. Let S symbolize snrjilus value, F fixed capital, and 
V variable capital. Then the rate of profit is S (F *-V). It is to he seen that 
this profit rate w'ill decline, as, S per annum reuiuining constant or risini^ slovviv, 
F grows each year, as a result of more and iiiori* of S lieing devoted to addi¬ 
tions to fixed capital. In other words, as the economy aeciiiiuilates more and 
more plant and eqihpiiient, the rale of profit from inve.stiiient.s in new and 
existing capital declines. This Marxian dcH-liiiing profit rate is nothing hut the 
rate of return over cost, the Keyne.sian “marginal effieicney of capital.” For a 
more complete di.scussion of the relation of Keyne.s to Marx, see L. H. Klein, 
The Keynesian Revolution (New York, The Macmillan Company, 1949), pp. 
130-134.' 
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tlie rate of investment, and with the much debated role of the in- 
t(‘rest rate. Most important, perhajis, is the light they have helped 
to shed on the all-important role of wage policy during the course 
of the movements in the national income, especiallv the role of 
\^age adjustments during depressions. 

Most oi the discussions of the problem ol wage flexibility can 
be neatly brought into one ol two categories: (1) Those which deal 
with the iiiHuenee of wages on the iinestment schc'dule, or, more 
dirc'cth, the marginal efficiency of capital and the rate* ol intere st; 
and (21 those discussions which eniphasi/c* the lole of wMges in the 
(orces iiiHiuMicing the propensity to coiisiiine. Vccordingly, w e shall 
hictik down our discussion ahing the .same lines, as w'e turn now^ to 
the pioblem of w'age infl(‘\ibiliti(‘s and underemplovment equi¬ 
librium. W'e bi'gin with the relationships bet\ve(*n w^ages and 
nixestinent. 

nViges, Investment, and Foreif*n Trade 

Kevn(*s w'as the first to agree"** with the classical argument that 
a general fall in w^ages may well induce a fall in juices of ex])orts 
and thus stimulate their sales abroad. At the same" time tlu' fall in 
domestic pric(\s wall shift domestic demand irom imjmrts to 
domestic goods. Such an increase in exports relatise to imports 
is efjnisalent to an increase in (foreign) iinestment. Through 
multiplier effects, etc., this exent should haxc- salutary effects on 
the national income and employment. Rut this is too ea.sy. If it 
is good lor one country, why not for all? Obxiously, however, it 
is imjiossible for all countries to increase their exports relative to 
their imports. 

The catch in this argument for w age reductions is that it assumes 
that other countries will not also resort to general wage reductions 
in an effort to boost themselv^es out of depressions. Hut they may, 
and if they do, the effects will largely cancel out. Moreover, in¬ 
stead of w^age reductions, foreign nations may resort to tariffs, ex¬ 
change controls, etc., to offset the effects of lower wage's abroad. 
These will all have the effect of raising the cost of imports in these 

countries, and, therefore, also offset the effects of money wage reduc- 
The General Theory, j)p. 262-263. 
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tions ill those countries trying to increase their exports, leaving 

foreign, and thus total, investment of the latter unchanged. 

Wages, the Rate of Interest, and Investment 

Excluding the (uncertain) effects of foreign trade, a large body 
of economists today are agreed that if lower \\’ages increase invest¬ 
ment, they must bring about a fall in the rate of interest, and this, 
in turn, must be effective as a stimulus to in\'estineiit.“* 

The manner in which a general reduction in the level of wages 
may effect a diminution in the rale of int(‘rest is lairlv simple. 1'he 
fall in wages, especially if accompanied by a fall in price's, means 
that less cash is needed to satisfy the transactions motive, for busi¬ 
ness as well as private income piiqioses. The portion of cash whicli 
is rendered siiperflnons for transactions purpose s is then availabU' to 
hold for speculative, or hoarding, purposes. Our analvsis of liquiil- 
ilv preference earlier iu this chapter has sliown that an increase in 
tlic supply of cash for hoarding purposes will reduce' the' interest 
rate provided this secpience of events does not take place* when the 
intc'rest rate is at th(' level where the liquidity preference sch('dule 
is infinitely c'lastic. The fall in the rate of interc'st, given tin* 
sclu'dule of the marginal efficiency of capital, will then lead to an 
increase in the rate ol investmemt, income, and employment.^' 

One reply to this argument, due to Kev'iies, has already been sug¬ 
gested. If the rate of interest has already begun to approximate the 

" Tlif gniup »)t ('(’()iir)iiiihts rrli'mxl to iiiducli-s Krviios, wlio origin,itocl 
this appro.icii in tlir Gcucrai T/iron/ (pp. 263-264), as well as Professor A. (' 
Pigon, classical theory’s staiiiiclicst aim probably most able defender. See his 
articles: "Heal and Money Wages in Helatioii to Unemployment,” Kcmwmii 
Journal, XLVTI (1937), p. 405, and “Money Wages in Helatioii to Unemplov 
ment,” idem, XL\'III (J938), p. J35, and Einpiotjincut and Equilibiium, 2(1 
ed. (London, Maciiiillaii 6i Co., Ltd., 1949), pa.ssim. 

Many economists have insisted that a gener.il tall in wages will stimulate 
an increase in output and employment dirccllv bv bringing about a reduction 
in marginal costs, keyues has coiinteied that prices will fall proporlioilately, 
so that real wages will remain imclianged; therefore, output and employment 
will not be .stimulated, lie has been eritieized on many fronts for this position, 
on tin' grounds that marginal eo.sts eonsist of more than wage eo.sts, so that 
prices will fall by less than wages, and oiihinl tciU be inereased. 

Since Keynes was arguing primarily from the short-niii point of view in 
this eoniiection (General Theory, p. 12), his position .seems to be .sound. In 
the short run, the stock of capital is fixed. For industry a.s a wlwla, in the short 
run, all variable costs will eonseiiu<‘ntly resolve themselves into labor costv. 
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levels at which schedule of liquidity preference becomes perfectly 
elastic, the fall in wages will have little or no effect on the interest 
rate. That is, the cash released from transactions use, instead of 
being put into securities and thus lowering the interest rate, is 
siniplv hoarded. The wage reductions may, on this account, be 
futile as a stimulus to iu\(\stmeut. 

There are otluT factors besides li(|uidity preference which may 
k(‘ep the int(‘rest rate Irom being reduc'ed to the desired levels along 
a gi\en marginal (‘(ficienc)’ schedule. One oi th(*se is the factor of 
admiiiistratixe costs of borrowing and lending. In addition to over¬ 
head and labor costs incurred h\ banks, inxestment houses, and the 
like, admini.strativ e co^ts may be taken to include the value that 
l(‘nd(TS plac(' on tlie incoiivenicMici' ol altering the composition r)f 
their portfolios betvv(‘t*n cash and securities and also among differ- 
i nt types ol securities. Floors w'ill also bc‘ iuHue^nced by the j)reniici 
j)lacetl upon the factor of nsk bv lendcTs. Risk to lenders arises’ 
Iroin tlu‘ possibilitv of didault on loans bv borro\v(‘rs and the pos- 
ibilitv ol loss sullcred through the sale of secuiities at prices below 
those at which purchase w as made. Th(' inlerc st rate is partly a 
recompense to lenders to induce them to bear th(\se risks. 

The full import of floors to the level ol iiiten^st rates is further 
seen in the fact that the marginal efficienev schedul(‘s may also shift 
dowuw'ard to such low positions that interest rates cannot be re- 
duc('d enough, b(‘cause of the floors. As a matter ol fact, the mar¬ 
ginal efficienev of capital schedules mav sink so low that only /irg- 
atior ratt‘s ol int€>rt‘st will .suffice to stimulate investment in an ef¬ 
fective manner. So long as we permit people to hoard without 
cost, as we now do. the various risk eh'ineiits and admini.strativ'e 
(‘osts will keep the interest-rate .structure from falling to negative 
levels. 

A further r(‘ply to the case for reducing w'agcs to effect a decline 
in the interest rate is Kevin*s’ wise statement that, used in this way, 
wage rates in eflect become an instrument of monetary policy. This 
being the case, cvactlv the same ends may be accomplished, or 
striven for, by manipulating the money supply. It is obvious that 
more cash lor hoarding may be obtained by increasing the total 
volume of money as well as by releasing it from active cash 
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balances. And tljc former method has the advantage of a\'oidiiig 
anv economic and political uncertainties that might de\ elop in con¬ 
nection with wage reductions. 

The Inelasticity of the Marginal Efficiency o] Capital with Respect 
to the Rate of Interest 

Let us grant, for the moment, that the interest rate could be 
lowered bv one means or another. A considerable bod\' ot opinion 



Figure 29. The Effect on Investment of Changes in the Hate of Interest 
with an Inelastic Schedule of the Marginal Efficiency cpj Capital 


has developed in recent years, which denies that ex’en then would 
investment be very much stimulated. For a xariety ol reasons, it is 
asserted, the marginal efficiency of capital (which is e(jnj\alent to 
the demand schedule for funds for investment) is inelastic with 
respect to changes in the rate of inter(\st. Thus instead of drawing 
the schedule of the marginal efficiency of capital as was done in 
Figures 16, 17, and 18 in Chapter 2, the schedule is more accurately 
depicted by the inelastic MEC curve shown above in Figure 29. 
It is clear that with such a schedule of the marginal (efficiency of 
capital, changes in the rate of interest, i, have little eflect on the 
rate of investment. 

In order to point up most clearly the reasons for the relative 
ineffectiveness of changes in the rate of interest it is necessary to 
turn to the discounting or capitalization process. 
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The Marginal Efficiency of Capital and the Interest Rate as Rates 
of Discount 

111 C'hapttT 2, we defined the marginal efficiency of capital as 
“the anticipated rate of return over its entire life on the original cost 
td a contemplated investm<*nt.’’ Keviies, who originated the term, 
used it, properly, as a rate of discount.-' As employed by Keynes, 
the marginal efficiency of capital is that rate (of return) which, if 
used to discount the future revenues from a new (durable) capital 
good, would just make the present (discounted) value of the future 
n‘\enues e'cjual the in\estin<‘nt price (^cost) of the capital good. 
'I'hus. gi\en the formula C — Y/(1 + in) H- Y (1 4- in)- + Y 
(1 -r in )". where C is price (cost) of the capital good, Y the future 
i(‘\enues. and in the marginal efficiency of capital, we solve for that 
\alue ol in (not C, which is known) which, if used to discount the 

- itMtlfis lire pn)l)ahl\ more* or less Ktimliar with the dis(oiintin^ or 

(.ijiiLih/iitioii process. For tliose wlio are not, the lollowiiig may he lielptiil. 
With till’ ,ik1 ol the interest rate, it i.s possible to deteimiiie the present \ahie 
ol aii\ liitnie stream ol iiieome payments. With .m mlerest rate ol 5 per cent. 
W(’ know that $1,()()() iioe.sted now' will be worth SbO.jO a year from now. 
Ke\ersing lliis process, it is e\ideiil that $1,051) .i \fMr Irom now is worth 
$1,0(KJ in tlic' present, il the interest rate is 5 per cent, rhns it becomes possible 
to deteiiiimc Inc piesent value ol any sum due i)ne vear ht'iu'e by dividing tlial 
Sinn by 1 plus the rate ol interest: $1,000 1.05 - $052.‘32; $2,(K)0 due one 
ve.ir Iroin now would Ire woitli $1923.08 it the inteie.st rale were 4 per cent, 

( $2,000 1.04) and .so on. (]aleulaliiig the present value ol sums due more than 
one Near hence involves a verv similar process. $1,000 invested for one )ear, 
we liave loiind, will be worth .S],050 at the end ol the vear. If we reinvest 
this $1,050 lor another year at the same rate ol interest, it will lie worth 
$1,102.50. 'riie same re.sults may be obtained by imiltiplving $1,000 by ( 1.05 )-. 
As we did belore, we may obtain the pre.sent value ol $1,102.50 due two years 
in the future bv rever.sing this procedure, that is bv f/iridiiig $1,102.50 by 
(1.05)-. The an.swer, of course, is $1,000. If this sum were due three years 
lienee, its present worth would be calculated by dividing it by (1.05)\ assum¬ 
ing tile interest rate to be 5 per cent. Thus to find the pre.sent value of anv 
future sum due in years in the future, w^e may use the lormula: V = Y, (1 + r)". 
w’lu're V i.s the sv'inbol for pre.sent value, Y represents the future sum or income, 
and r stand.s lor the interest rate and n is the number of vears in the future that 
the sum is due. 

As a matler of fuel even this v'ersion of the discount fonnula is somewhat 
<nersimplified. The future sums may accrue as a .series of iiicoines from a 
durable capital a.s.set, and there is no guarantee that the incomes accruing in 
each year W'ill be tlie same. In addition, the interest rate may fiuctiiate over the 
>ears. In order to allow for thc.se eventualities, an expanded version of the 
discount formula is necessary: V = Y/C1 -f r) + y/( 1 H- r)“ + y/( 1 + r)^ 4- 
^'/(l H r)". 
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future Y’s, will a present value of these future incomes just 

equal to the cost price of the capital good, C. 

Now, said Keviic^s, compare the results just obtained with those 
which will obtain when the future revenue stream of the capital 
good is discounted at the curreni market rate of interest (on invest¬ 
ments of this type) for horn)wed funds. Tf the interest rate is less 
than the marginal effici(Micv of capital (as just defined), then the 
present value of the future income stream, obtained with market rate 
of interest as the discount factor, will be greater than the cost of the 
investment, and it is worth while to make the investment. On the 
other hand, if the market rate of inter(*st is greater than m (MEC), 
the pre.sent value of the* income .stream vv^ill he less than its cost price, 
and the businessman will not make the investment. 

We are thus back at our original point of saying that if the 
marginal efficienev of capital is greater than the interest rate, the 
investment will be undertaken, and if the marginal efficiency of 
capital is less than the interest rate, the investment will not be made. 
The equilibrium level of inv'estment (i.e., the lev'el of inve.stment at 
which the businessman will cease investing) is where the marginal 
efficiency of capital ecjuals the rate of interest. 

The Effectweness of the Interest Kate as a Rate of Discount 
Is Questionable 

There are numerous reasons for doubting that changes in the 
interest rate itself play as .strong a role in the making of investment 
decisions as has been accorded them, traditionally, by the classical 
school.These reasons involve the nature of a dynamic economy, 
with its accompanying uncertainty of the future, the behavior of 
businessmen in connection with attitudes toward ol)Solescence, the 
role of depression psychology, the methods of financing inve.stment, 
as well as numerous recent empirical studies made on this subject. 

Tlie classical school, of course, viewed the inlere.st rate as inHiiencin^ 
savings decisions, as well as those dealing with investment commitments. 
Thus disparities in savings and investment were overcome by appropriate 
changes in the interest rate, which reacted on both investment and savings 

E lans. Tlie process by which this happens and the criticisms which liave been 
iveled at it by members uf the Keynesian School and others are discussed nt 
length ill Chapter 2, pp. 59-60, and in Chapter 8, pp. 259-260 and 267-274, 
to which the reader is referred; there is no need to repeat them here. 
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In the first place, it is only in a (very unreal) world of perfect 
certainty about the future that the interest rate alone would be used 
as the rate of discount. Unfortunately, perhaps, no one has e\’er 
been found to equal Merlin in ability to j)redict the future. And 
the future* of the real world is a mass of uncertainty and risk. Un¬ 
certainty about the future status of aggregate’ demand, and of the 
demand tor a particular product, uncertainty about the rate of 
t(‘chnological progress in a particular industry, which may render 
existing production proces.ses obsolete, (*tc.—all these factors con¬ 
tribute to the “sea ol darkness" which surrounds the minds of 
businessmen in their quest for knowledge of the future. 

The result of this iinc’crtainlv is that businessmen discount esti¬ 
mates of future rev(*nues to a certain t‘xtent over and above the 
interest rate in order to allow for this uncertainty. In other words, 
they incorporate risk and uncertainty into the future earnings of 
c apital goods bv adding the risk I actor to the intc*rest rate, so that 
the discount rate cxcecd.s the interest rate by the risk factor, and 
the present (djscoutited) \alue of the future earnings of the capital 
good is that much lower.If the risk and uncertainty components 
of the discount rate exceed by very much the* interest portion of the 
discount rate, we have a basis for believing that changes in the 
interest rate will not have a significant influence on the di.scount 
rate, and therefore, on investment decisions. In the* world of un¬ 
certainty and risk that surrounds the iiuestinent decisions of busi¬ 
nessmen, there may be many situations where the uncertainty ele- 
mt*nt largely dominates the interest factor, thereby nullifying sig¬ 
nificantly the effectiveness of changes in the interest rate. 

It was mentioned above that one of the risk factors arose from 
the constant threat of obsolescence as a result of technological 
progress. The possibility of having a new piece of equipment being 
rendered obsolete in a short time after purchase plays a very 

It is possible to treat risk and imeertainty alternatively by raising the 
interest rate hy the amount of the discount factor nr by hwerttif* the value of 
the estimated future incomes. Either way, the results arc the same. ' We have 
chosen the former procedure in order to emphasize this potential source of 
weakness of changes in the interest rate as a major influence on investment 
decision.s. It might also be noted that the value of the risk factcir is purely a 
laatter of subjective estimate on the part of businessmen. 
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dominant role in the thinking of the modern businessman. Its chief 
manifestation takes the form of a widespread desire on the part of 
many businessmen to recover the value of an investment in a capital 
good within a period of one to five years. The significance of this 
phenomenon for the problem at hand is that such practices shorten 
the discount period considerably. By the \’crv nature of tla* dis¬ 
count formula, however, it is only the discounted prices of outputs 
in the distant future which are very scaisitivc to changes in the 
rate of interest; the sensitivity of discounted prices of outputs in 
the near future to changes in the interest rate is \ery slight. Ac¬ 
cordingly, the shorter the discount period, the less sensitive the 
values of the (near) future revenues streams to changes in the in¬ 
terest rate. If the fear of obsole.scence tends considerably to shortcMi 
the evpected life span of a new capital gf)od, then it inc\'itably 
tends also to limit the ellectiveness of changes in the interest rate on 
investment decisions. 

This last point is further emphasized by the effect that th(‘ 
pessimistic psychologv that ordinarily accompanies depressions has 
on the length of the discount periods. The unfailing companion of 
depression-induced pe.ssirnism is ihe refusal of businessmen to make 
long-range plans, becau.se of the (psychologically) gi(»ater uncer¬ 
tainly that attaches to the future during such periods. But long- 
range inxestment plans are m’cessary if there are to be future out¬ 
puts whose discounted values are significantly affected bv change.s 
in the interest rate. If depressions reduce the length of inv'cstment 
planning periods, they al.so .sc*rve to reduce the’ efrecli\eness of 
changes in the interest rate on investment plans, and this at a time 
when the interest rate is sugge.sted as an important device for 
assisting us out of depressions.*'' 

"''Sec J. R. tiicks, Value and Capital, 2nd cd. (London, Oxford University 
Press, 1940), pp. 262-263. Profe.ssor llieks alsu sngge.st.s anotlier limitation on 
the* iiitere.st rate as an etfeeti\e discount factor. We have indieati'd that the 
interest rate affects, primarily, the discounted s allies of distantly future revenues. 
IloweN’er, the farther into the future we plan, the j;reater the role of the un¬ 
certainty component in the di.scuunt rate, "ju.st because the uncertainly of the 
future price increases” as we move farther into the unknown future*. The risk 
component of the discount rate in the far distant future may completely snow 
under the interest rale component, with the result that change.s in the latter 
affect least ,tho.se outputs which, without the risk factor, they would most affect. 
Cf. pp. 22.5-226. 
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There is a class of investment which provides an important ex¬ 
ception to the points developed in connection with obsolescence 
and depression psychology. This category of investment comprises 
those types which are associated with the public utilities. In the 
public utility industries, the risk component in the discount rate is 
almost cfTtainly small. One rea.son is, of course, th(’ monopolistic 
position in which \ irtually all public utilities find themselves, as a 
result of goxnninent enfianehisement. This ])ositjon frees them, to 
a large extent, also from th(' pressures of obsoli'scence, for th(*se 
]irt\s.sures largely emanate from the forces of competition. In addi¬ 
tion, the demand lor the product prodiicc'd bv pnldic utilities is, hy 
and large, a comparatively stable one. This contrasts sharply with 
the demand for the commodities of most manufacturing industries. 
A stable demand, even during the ups and downs ol the business 
cycle, is, of course, a great stabilizing influence on future revenues. 
For these rea.sons, the planning, and there!ore, the di.scount, period 
in tlu'se industries is long, and at the same time, the discount rate' 
consists primarily of the rate of interest (without much risk elemcmt, 
that is). Investment in these industries, then, is rather sensitive to 
changes in the interest rate’. Rc'sidc'iitial constru(‘tion, which also 
appears to be somewhat sensitive to changes in the interest, plus 
the* more important public utilities investment, has been found to 
amount to 25 per ciMit of gross capital formation.”' 

Another inlerestiiig, if somewhat irrational, factor which makes 
business impervious to changes in the rate of interest is the great 
emphasis today on iuicrnal sources of funds to finance investment 
projects of the large manufacturing corporations. On the basis of 
rational (profit maximizing) behavior, the businessman should 
compare the marginal efficiency of capital of a contemplated invest- 
mcMit in his own business with the interest rate the market is offering 
for funds to finance a similar type investment elsewhere. If the 
latter exceeds the former, the firm should lend its funds out rather 
than invest them in its own business. It seems, however, that as 
•soon as business firms begin to rely largely on such internal sources 
of investment funds as undistributed profits and depreciation re- 

See F. A. Lutz, ‘Tlie Iiitciest Rate* and Investment in a Dynamic Econ- 
nmy,” American Economic Hcvieu\ XXXV (December, 1945), p. 826. 
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serves, etc., they tend to become increasingly less concerned with 
changes in the interest rate. Thus the investment plans of many ot 
our large corporations are made on tlu* basis of factors which do 
not include the interest rate on investments elsewhere {i.c., the 
market rate of interest). 

Up till now the discussion has leaned hea\'ily on rvawmn^ from 
certain empirical knowledge of the economy and the behavior of 
businessmen. However, there have been made in leeent years in¬ 
numerable empirical studies which bear out the arguments adduced 
above for doubting the effectiveness of changes in the int(*rest rate 
in influencing the investment decisions of businessmen. Some of 
these studies rely on the questionnaire technicjue for information. 
Others rely on the statistical technique of multiple* correlation. 
'I’his latter group studies the significance ot the interest rate on in¬ 
vestment by observing the degree ot c*orrelation between eliaiiges in 
investment, the rate of interest, and numerous other \ariables that 
might plav a decisive part in the making ot investment decisions, 
such as changes in the national income, current and anticipat€*d 
sales, the stock of capital, Ikpiid assets, etc. None ol these studies 
find a statistically significant correlation between investment ainl 
interest rates w'hen the correlation between inv'estmenl and some 
of the other variables, like sales, liquid assets, and the stock of 
capital, is taken into account. Similarly, in the cjuestioiinaires, all 
the businessmen indicated that changes in the rate of interest 
exercised very little iiifluenc<* on their investment plans. In the 
footnote below is found a brief list of .some of the studies made.'’'’ 

It may be argued, with some force, that undue emphasis has 
been placed on the interest rate as the medium through which 
wage and price reductions aflect investment. In addition to releas- 

J. Tinbergen, Statistical Tent of Business Cycle Theories, I. A Method 
and Iti ApidicatUin to Invcsimcnl Activities (Genevu, League ul Nations, 
1939); H, D. Ilender.soTi, “The Significance of the Kale ol Interest,” Oxford 
Economic Papers, No. 1 (October, 1938), pp. 1-13; ]. Li. Me.ide and K. W. S. 
Andrews, “Surninar}' of Replies to Questions on Kffeels ol Interest Rates,” 
op. cit., pp. 14-31; K. W. S. Andrews, Manufacturinfi Business (London, 
Macmillan & Co., Ltd., 1949); J. F. Ebersole, “The Influence of Interest Rate.s 
on Entrepreneurial Decisions in Business,” Harvard Business Review (Autumn, 
1938), pp. 35-39. For a more detailed bibliography on the subject, see Read¬ 
ings in Business Cycle Theory (Philadelphia, Tiie Blakistoii Company, 1944), 
pp. 471-476, especially pp. 474-475. 
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ing cash from active cash balances for speculative hoarding, wage 
and price cuts, wc have seen, release cash which may be used for 
precautionary hoarding. Moreover, the fall in prices, to the extent 
that it occurs, incrtvises the real value of liquid assets, which is 
equivalent to a general increase* in lujuidity. It is then possible 
that the entire demand schedule for loanable funds (th(* marginal 
efficiency of capital schedule) will shift upward in position. Such 
a shift would f)h\ioii.sly increase iii\eslmc‘nt, even if the interest 
I ate did not fall at all. 

The answ(‘r to this is tliat di/n/ig depressions the eflects of a 
general increase in li(juiditv on the position of the investment de¬ 
mand schedule are, at best, likely to be small. The rca.son is that the 
deej) pessimism and wide.spn’ad imcertaintv that prevails in depres¬ 
sion perUids may make the demand for precautionary liquiditv well 
nigh insatiable. These factors, ]^lus the low level of national income, 
and thus sales, also, discourage the undertaking of long-term invest¬ 
ment proj(‘cts. Moreover, the effects of speculative hoarding cannot 
be ignored, even in this case. Whether the intc'iest rate significantly 
aflc'cts the investment decisions of businessmen or not, it does sig¬ 
nificantly affect the values ot existing assets, including securities. 
And this factor inav still continue to absorb large increments of 
new cash or higher valued existing cash. 

(Jertainlv, the experience of the thirties should convince us that 
attempts to increase investment cither through the interest rate or 
through actions which built up the general liquidity position of large 
segments of the communitv were all futile. The tremendous expan¬ 
sion in the money supply, together with the general decline in the 
price level, both worked toward these ends, to no avail. 

It should be noted in conclusion that if the effect ot wage cuts 
on investment is small because of the factors indicated above, and 
necessitates large and continuing reductions in wages, the result 
may actually turn out to lx* a contraction in output and c»mployment. 
Kmployers may hold back production in anticipation of a further 
reduction in wages, with the inevitable consequence that employ¬ 
ment will be curtailed in response to the decline in wages. There 
is little doubt therefore, that if tlie wage cuts are to be at all 
effective as a stimulus to employment, there must be assurances 
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that they are final. At the same time, if wage cuts are relied upon 1 
reduce the rate of interest, and they ha\’e little effect in this dire( 
tioii, it might be difficult to persuade the business community tlu 
the cuts that do take place are really final. 

Wages and the Propensity to Consinne 

Many economists of the classical school haw emphasized tht 
stimulating effects that a decrease in wages mav have on consinnp 
fion, as well as on the rate of investment. The more* traditional 
basis for such a position would be that the general reduction in 
wages will result in a general reduction in prices, as marginal costs 
fall under the pressure from lower wage rates. The lower prices 
will then stimulate consumption, via a rise in the propensity to 
consume as a result of the low^er general level of prices. Such an 
approach represents a somewhat dubious attempt to apply certain 
principles relating to the price and demantl for a pariiruhir product 
to the problem of aggregate consumption. 

More recently, Professor Pigoii, whom we have referred to as 
the classical schoors most able proponent, has developed a more 
sophisticated approach to the relationship of the gtmeral price level 
to aggregate consumption, based on more recent tools of analysis. 
The original Keynesian argument that the problem relating to the 
demand for liquid cash balances is pertinent only to the jjrobleins of 
interest rates and investment is somewhat narrow. Many surveys 
made in recent years indicate that the state of liquid cash balances 
also is an important influence on the rate of consumption. There is 
abundant evidence tJiat the more liquid peoph» are, the gre*ater 
will be the rate of consumption out of any gwen income. That is 
to say, there is a direct relation between the degree of liquidity 
and the propensity to consume. 

Professor Pigou has argued that the fall in prices induced by 
the reduction in the general wage level will increase the real value 
of cash balances and other forms of accumulated savings (by 
implication, mainly government securities). Thus just as people 
exhibit the tendency to spend more on consumption when the value 
of their liquid assets is increased, say, by an expansion in the 
money supply or an increase in the amount of government bonds 
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outstanding, so they will conMime at a higher rate if the value of 
their liquid assets is increased by a fall in the price level. This latter 
relationship (between the real value of liquid assets and consump¬ 
tion) has come to be known as the “Pigou effect.” The increased 
consumption out of any gixeii income as a result of the Pigou effect 
may be interpreted as a rise in the position of the propensity to 
consume. 

One answ(T to this case iinolves the extent to which the cem- 
sumption huietion responds to an increase in the (real) \alue of 
licpiicl assets. If the eflect of the increased value of licpiid assets on 
the consumption function is small, wage and price reductions may 
l)(*conie a dangerous maneuver. For it will then lx* nec(‘ssary to 
make large and continuous wage and price cuts, giving rise to 
employer expec'tations of further wage and price cuts. The result 
would then be a contraction of production and employment. Tie’s 
danger is precisely the same as that discussed in connection with 
the eftects of wage and price reductions on investment. 

Another answer to this case that lower wages will stimulate 
consumption is implicit in the Keynesian system. On the basis of 
Keynesian theory, it is possible* to argue that reliance for stimulat¬ 
ing effects of general wage reductions on consumption alone is 
bound to be self-defeating, because the marginal propensity to con- 
snine is less than one. Thus optimistic expectations on the part of 
Inisinessinen induced by the general wagc3 fall are inevitably dis¬ 
appointed—unless the wage cuts stimulate investment as well as 
consumption. Any increase in output induced by the fall in wages 
will fail to generate c‘nough cfmsumption to absorb the entire in¬ 
crement in national income (so long as MFC' is less than one). 

’’ See A. C. Pigou, “The Classical Slationarj State,” Ecountnic Journal, 
LlII (Decfinber, 1943), pp. 343-3.31, idem, “Economic Progress in ii Stabk* 
En\ ironinent,” Ecouowira, ii.s. XIV (AugusJt, 1947), pp 180-188. See also 
the excellent article bv Don Pantiiikin, “Price Flexibility and Full Employ¬ 
ment,” American Economic Review^ XXXVIll (September, 1948), pp. .543— 
564. Ill another article, T. C. Schelliiig, “The Dynamics of Price Flexibility,” 
American Economic Review, XXXIX (September, 1949), 911—922, Mr. Schcl- 
ling makes u case, not too con\incing to the present writc’r, that expectations 
that price changes will continue, u.sually considered deflatioiiar)' if prices are 
falling and inflationary if they are rising, will actually prove to accelerate the 
rate of price change and hence shorten the period of unemployment and, 
presumably, also inflation. 
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The abo\'e argument would hold only so long as the cut in 
wages did not result in an upward shift in the posititm of the 
propensity to consume itself. The Pigou elfect is predicated on 
such a shift, howe\er. For the statement that the increased real 
value of lic|uid assets, which originates in the fall in wage rates 
and the price level, results in an increase in the amounts spent on 
consumption at any gi\ en le^ el of income clearly implies an upward 
shift in the consumption .schedule. If this shift occurs, a higher 
equilibrium income is obviously feasible, despite the fact that the 
marginal propensity to consume is less than one. 

It is necessary to posit reasons showing that the propensity to 
consume will not rise on the basis of the Pigou effects. Kevnes has 
pro\idcd such a reason, which, from the standpoint of the general 
system of his analysis, is an obiter dictum, rather than an integral 
part of the general theory. This little obiter dietum, however, has 
caused many economists the world over to do some distinct recasting 
of their thoughts. 

Keynes chided economists for failing to distinguish the effects 
of wage reductions in particular areas of industry from those which 
resulted from general wage reductions, that is, those which would 
take place in all areas of production.^' When discussing the par¬ 
ticular case, it is perfectly correct to conctMitrate the analysis of the 
effects of wage reductions on costs, ignoring the effects of these cuts 
on demand. When examining the effects of general wage reduc¬ 
tions, however, one cannot, with real disceniment, ignore the effects 
of wage reductions on demand as well as costs. 

If, for example, wages are reduced in a single industry, marginal 
costs might be expected, ceteris paribus, to change in the same 
direction. Effective demand for the products of the industry might 
fall, because of the decreased expenditures induced by the fall 
in wages. However, it is likely that the workers in this industry 
spend only a small fraction of their incomes on the products of this 
industry (that is to say, their decrease in demand is likely to be 
diffused o\'er the entire economy), so that the effects of the wage 
cuts on demand may be ignored in this case. The same is likely 
to be true, though to a lesser degree, of a wage decrease applied to 
General Theory, pp. 257-260. 
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a given sector of the economy. Thus in these two cases we may 
expect costs to fall more than demand, and output and employment 
to be stimulated by the wage reduction. 

But when a wage reduction is applied to the economy as a whole, 
no longer may the effects on demand be validly ignored. As a 
matter of fad, there is reason to believe that the propensity to con¬ 
sume will be forced downward by the wage reduction. The wage 
reductions will bring about a redistribution of the national income 
from wage-earning to non-wage-earning groups. Since the latter 
as a group have a lower (marginal) propensity to consume than the 
former, the shift in income will tend to lower the propensity to 
consume and thus the rate of consumption for the nation as a whole, 
with depressing effects on income and employment. Moreover, the 
multiplier effects of the decline in the consumption function will 
push income, consumption, and possibly induced in\'estment, down 
still more. These redistributive effects of wage cuts may nullify, 
more or less, the effects of wage reductions predicated on the Pigou 
effect. 

It has been suggested that Keynes exaggerated the possible 
effects of a redistribution of income. 

Maintenance of the prices of the other variable factors in the face 
of a wage cut would encourage substitution of labor for the.se factors: 
such sub.stitution would not only be directly favorable to employment 
of laboi but would also diminish or reverse the transfer of income from 
Libor to non-wage-earners.^‘ 

This statement does not seem to suffice as a reply to Keynes’ 
position, for there is much reason to doubt that it would apply in 
the short run. The evidence is substantial that the technical co¬ 
efficients of production (that is, the proportions in which the factors 
of production may be used) are fairly fixed, at least in the short 
run. This is true for a number of reasons. The labor-machine pro¬ 
portions are usually narrowly confined by such things as technical 
limitations, shop customs, and even union rules. There is usually, 
also, considerably less than perfect divisibility in plant operations; 

See James Tobin, “Money Wage Rates and Employment," in S. E. 
Harris, ed., The New Economics (New York, Alfred A. Kmo^, 1948), p. 574. 
Others have made the same point. 
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in other words, operations are to a significant degree interdependent. 
Thus additions to the labor force often entail costly rcadaptations 
of existing facilities and organization, which completely offset the 
effects of lower wage rates.’*^ 

Moreover, numerous recent cost studies indicate that for a con¬ 
siderable range of variation of output in the short period, marginal 
costs appear to be largely constant. Such constancy may arise from 
a large amount of divisibility of plant operations, which would seem 
to contradict the statement made in the preceding paragraph. 
However, the two statements are not actually contradictory. For 
if marginal costs are to be constant, divisibility of plant must be 
accompanied, at the same time, by considerable unadaptability of 
each unit of the fixed plant to variations in the quantity of the 
variable factors, that is, technical coefficients of production have to 
be fairly rigid. Then constant costs obtain simply by bringing into 
use successive additional units of the fixed plant. Of course, both 
having rigid technical coefficients, a divisible plant will still be more 
sensitive to wage reductions than one whose operations are marked 
by strong interdependency. 

The dc^cisjons to alter the ratios of input factors are also sharply 
influenced by such things as estimates of obsolescence of machines 
or their products, by the risk of large losses on abandoned sunk 
investments, etc. The influence of factor prices is often swamped 
by these considerations. 

Actually, one does not have to assume complete fixity in the 
proportions in which the variable factors may be employed. If they 
are fixed to a large extent, however, and there appear to be ample 
reasons for believing this to be the case, then the effects of factor 

An important exception to these stateinent.s is the sen ice industrie.'j. 
Even in the snort run, tiiese industries show considerable adaptability to varia¬ 
tions in the size of their labor supply, because of the* iie^li^ible amounts of 
capital equipment employed by them. Reductions in wape rates might, 
ceteris paribus, easily induce them to hire new labor, if the latter were not 
deterred from seeking employment there by considerations other than wages, 
.such as might arise in the case of domestic* employment. These industries may 
some day grow to .sufficient proportions to overcome largely the limitations 
of fixed technical coefficients, suggested in the text. As yet, this does not ap¬ 
pear to be the case. 

Other factors limiting changes in the ratios of capital and labor are 
discussed at some length in Chapter 6, pp. 226-227. 
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price variations on the allocation of variable factor inputs are 
sharply limited, in the short run at least. The significance of this 
possibility for the problem at hand is that wage cuts might have to 
be too great to be effective, too great, that is, for political and social 
stability.^** 

If it is argued that the problem of fixed production coefficients 
is essentially a short-ruii problem, and that, in the long run, pro¬ 
ducers will reapportion factor inputs in accordance with whatever 
change in their relative prices has occurred, we may agree. But 
then would twenty million or so unemployed be willing to wait five 
years or mon* while the long-run effects of lowtT wages were work¬ 
ing themselves out? It must be remembered, too, that the pessimism 
characteristic of dc’pressions creates a tendency to postpone long- 
niii adjustments. 

An argument of stronger substance in op])osition to Keynes' 
thesis concerning the consumption-damping, redistributive effects 
of wage cuts is pro\idcd by recent empirical studi(\s.‘^' While by 
no means conclusive, these studies show that within the income 
groups extending up to the $5000 (yearly) income brackets, that is, 
the lower and middle income groups, the differences in the marginal 
propensity to consume are small. To the extent that this is true, 
whatever portion of income is redistributed among these groups w^ill 
exert virtually no influence on the consumption function. It is w^ell- 
nigh impossible, however, to determine precisely to what extent 
income is redistributed among these income groups by wage re¬ 
ductions. 

Conclusions on Wage Adjustments. What are we to conclude as 


Mcutioii should also be made of Professor W. Leontief’s study of tlio 
structure of the American ceonomy, The Structure of the Americmi Economij, 
1919—1929 (Cambridge, Mass., Harvard UniMTSity Press, 1941). See also 
idem, “Input-Output Analysis and Its Use in Peace and War Economies,” 
American Economic Review, XXXIX (May, 1949, supplement), pp. 211-225. 
Lcoiitief concludes that it is accurate to regard the production coefficients of 
large areas of industry a.s constant. 

See H. Lubell, “Effects of Income Redistribution on Consumer’s Ex¬ 
penditures,*’ American Economic Review, XXXVII (March, 1947), pp. 157- 
170; idem, “Correction,** ibid. (December, 1947), p. 930; and R. A. Musgraxe 
and Mary S. Painter, “Impact of Alternative Tax Structures f)n Consumption 
and Saving,** Quarterly Journal of Economics, LXII (August, 1948), pp. 475- 
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to the effectiveness of wage reductions in correcting a situation oi 
underemployment equilibrium? Clearly the answer is beset with 
all kinds of possibilities, both for the consumption function and the 
investment schedule. Wage reductions may work under certain 
conditions, but, in the opinion of the present writer, their effect in 
most situations is likely to be too small to be ot much importance. 
This opinion is grounded in the belief that the redistributive effects 
of such reductions diminish the chances for the propensity to con¬ 
sume to rise to any significant degree, coupled with the belief that 
the rise in the consumption function in response to increased 
liquidity is, during depresinons, likely to be small. The result of this 
latter point will then tend to be a jx*riod of protracted wage and 
price cuts (assuming these to be possible), giving rise to perverse 
expectations that these cuts will continue. In such circumstances, 
the consumption function (and invc'stment function) may wcdl fall. 
Moreover, the investment demand for funds (that is, the marginal 
efficiency of capital) is inelastic with resj)ect to changes in the rate* 
of interest and, during depressions, to increase's in liquidity. How¬ 
ever, more empirical evidence is needed before any opinion on the 
matter can be conclusive. 

It is important to restate a remark made a little earlier. Careful 
examination of the case made for wage reductions reveals that their 
efficacy is made contingent on their efiects on cash balances, either 
to stimulate investment, via increased liquidity and/or low rates of 
interest, or consumption, because of the relationship between liquid¬ 
ity and the consumption function. This being the case, it is obvious 
that the same results may be achieved by enlarging the money 
supply, and relying on it to bring about the desired results. Such a 
course of action has the distinct advantage of avoiding whatever 
untoward, political, social, and economic circumstances may pos¬ 
sibly be attendant upon wage reductions. 

If, indeed, labor were always in a position to take action (and were 
to do so), whenever there was less than full employment, to reduce its 
money demands by concerted action to whatever point was required to 
mike money so abundant relatively to the wage unit that the rate of 
faHjiiirt ^ould fall to a level compatible with full employment, we should, 
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in effect, have monetary management by Trade Unions, aimed at full 
employment, instead of by [the central monetary authorities].'*'’ 

Remarks on the Liquidity Preference Theory of Interest 

The Keynesian theory of liquidity preference has been most 
often criticized for being too narrow as an explanation of the rate 
of interest. I'he rale of interc'st, according to the liquidity prefer¬ 
ence theory, measures the rate of preference people have tor hold¬ 
ing cash as op])osed to holding securities, that is, the interest rate 
is tlie price necessary to overcome the dt'sire to hoard cash balances. 

It has h(*en argued by many economists that the interest rate in- 
Hnences and, in turn, is influenced b)' other, etpially important 
laetors, such as the rate of saving and the marginal effieipiiey of 
capital. These criticisms may be best stated by discussing the 
most important alternative theory of intt‘ri‘st, naintflv, the loanable 
funds theory ol interest. 


The Loanable Funds Theory of Interest 

This theory is the neoclassical school’s successor to the more 
classical theory ol interest. The latter is best described as a savings- 
investment theory ol interest.*' For our present purposes, it suffices 
to say that tlu' classical economists envisaged savings as the sole 
source of supply of funds for investment. The more recent loanable 
funds theory made the advance of expanding on the sources of 
supply of funds which very definitely influenced the rate of interest. 
These sources include, in addition to supply of current sav ings, the 
volume of outstanding commercial bank credit, amortization (piotas 
(that is, funds released from embodiment in fixed and working 
capital), and funds contained in idle cash balances, i.r., hoards."*' 

•*'' Keynes, The General Theory, p. 267. 

See also, pp. 208-271 in CJuipler 8. 

It is possible to treat boarding as a decrease in the supply of loanable 
funds available for investment or an increase in the demand for loanable 
funds, in addition to the demand deriving from investment. It is a matter of 
indifference to the final effects; in either event, the rate of interest would rise. 
The same is true in the liandliiig of disluiarding. Dishoarding may be treated 
•IS a decreH.se in the demand for loanable funds or an increase in the supply; 
ill cither case, ceteris paribtis, the rate of interest would fall. 
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The demand for loanable funds, on the other hand, consists of the 
schedule of marginal eflBciency of capital at various rales of invest¬ 
ment plus the demand for ill^'estment funds on the part of consumers 



Figure 30. The Loatutble Fiind^ Theory of interest 

to finance the purchase of consumer durables. The l(Hn)able funds 
theory is depicted in Figure 30. 

In this figure, I is taken to be the demand curve for loanable 
funds based on the demand for iiivestiiu'ut in durable producer and 
consumer goods. M is the supply of bank credit; it is assumed to be 
determined by the monetary authorities and thus independent of the 
rate of interest. This is done for purposes of simplification; in 
reality, insofar as banks tend to lend more at higher interest rates 
and ha\ e excess reserves, it is probably somewhat elastic to the in¬ 
terest rate. The S curve is the supply curve of current savings. This 
curve is assumed to be somewhat elastic with respect to changes in 
the interest rate, although it is probably not very elastic. It is gen¬ 
erally agreed that changes in the level of income are much more im¬ 
portant as the determinant of savings. The effects of changes in 
the national income would be indicated by shifts in the position of 
the savings schedule. A shift upward and to the left would indicate 
a fall in national income, so that less savings would be forthcoming 
at each rate of interest; a shift downward and to the right would 
mean that the national income had risen, so that more savings 
would be forthcoming at each interest rate. The curve D is the 
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curve showing the supply of funds that results from dishoarding; 
it is assumed to be fairly clastic with respect to changes in the in¬ 
terest rate, in accordance with the theory of liquidity preference. 
This curve falls to the righl when national income rises, and rises to 
the left when national income falls. Summing the latter three curves, 
we get a cur\e which looks something like the curve S -h A/ + D, 
which is the s\ipply curve of loanable funds. Where the demand 
and supph cur\(^s intersect, at the point /?, is determined the rate 
of interest, i, and the (equal) amount of funds that will be supplied 
and taken at this rate, Of"." 

It is the contention of those who ad\ocate the use of the loanable 
funds approach as opposed to the liquidity preference approach in 
explaining the late ol interest that the former allows for more in- 
ffiiences on tin' interest rale than is permitted by the latter. For 
example, an increase in consumption decreases savings and thus 
raises the* rate of interest, and vice versa. Similarly, changes in the 
marginal efficiency of capital influence the rate of interest. An iii- 
crc'ase in the marginal efficiency of capital, for example, and, there¬ 
fore, in\(‘Stment, will raise the demand for funds, and, therefore, 
tend to raise the rate of interest, and vice versa. In contrast to this, 
it is maintained, the licpiidity preference theory confines the in- 
flut'iices on the rate of interest to the demand for and supply of 
money for hoarding. While the loanable funds theorists admit that 
hoarding definitc'ly influence’s the rate of interest, they assert that 
it is not the only influence. 

The Two Interest Theories Are Virtually the Same 

In recent years many economists have come to realize that the 
two interest theories are very similar, and in fact can be used to 
express much the same thing.As a matter of fact, the method by 

Tlu* rc*ader may ho woncloriiig what happoiied to the amortization 
qiiotiis, which arc prominently mentioned by the loanable funds theorists. The 
hiet is that they were piiqjoscly omitted. If they were to be included in llie 
supply cur\e of funds, then, correctly, the demand for funds for replacement 
purposes should also be included in the demand curve, /, so that the latter 
would represent grms investment, rather than the more usual net investment. 

See, for example, B. F. Ilalcy, “Value and Distribution,” in H. S. Ellis, 
ed., A SuTietj of Contemjwrarij Economics (The Blakiston Company, Philadel¬ 
phia and Toronto, 1948), pp. 41-43. This article also contains citations of 



182 THEORIES OF THE BUSINESS CYCLE 

which these other influences may he incorporated into the liquidity 
preference approach was hinted at in the discussion of the theory it¬ 
self earlier in this chapter. An increase in investment will also raise 
the rate of interest in the liquidity preference approach, because it 
will entail the use of more cash for frfliuY/cY/ons puqDoses. With the 
total supply of cash remaining unchanged, there' will be less avail¬ 
able for hoarding purposes, and the rate of interest will rise. In 
exactly the same way, an increase in the propensity to consume 
(decrease in saving) will raise the rate oi interest. An increase in 
the rate of consuniption implies the need for more cash lor transac¬ 
tions purposes; the supply of money remaining unchanged, there is 
less cash available to satisfy the speculative motive, and the interest 
rate will rise. We have come to the same results through the 
liquidity preference approach as we did via the loanable funds 
theory. The reader may v'erify this process of reasoning by relerring 
to Figure 27 and the figure in footnote 12 of this chapter. 

This manner of handling the influence of the demand for funds 
for inv^estment on the interest rate, together with the eflwts of 
changes in the propensity to consume, actually represents inter¬ 
polations into the original exposition of the liquidity preference 
theory as found in The General Theory. Keynes liijnself later recog¬ 
nized some of the inadequacies of the original statement, particu¬ 
larly those relating to the influence of the demand for investment 
funds on the interest rate. It remained for other eclectics to point 
out the influences changes in the propensity to sav^e (consume) 
might exert on it. 

In view of the interchangeability of the two approaches to the 
explanation of the rate of interest, it is the opinion of the present 
writer that it is a matter of complete indifference and persona] 
choice, which one of the two approaches is used. Because of the 
similarities, too, it is probably best to say that Keynes did not forge 
nearly as new a theory of the rate of interest as he and others at first 
thought. Rather, his great emphasis on the influence of hoarding on 

SkOme of the other attempts to show that the two theories amount to the same 
tiling. For a different viewpoint under dynamic conditions, see L. R. Klein, 
“Stock and Flow Analysis in Economics," Econometrica, XVIII (July, 1950), 
pp. 236-241; see also the four other notes on this general topic in the same 
issue of this journal. 
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tlie rate of interest constituted an invaluable addition to the theory 
of interest as it had been developed by the loanable funds theorists, 
who incorporated much of Keynes' ideas into their theory to make 
it more complete. 

The Importance of Shifts in the Schedules of Liquidity Preference 

It has been ^'ariollsly suggested that too much emphasis has been 
]^laced on the extremely elastic shapes of the schedules of liquidity 
preference as the factor responsible for rigidity of the iiiteresi: rate 
in the downward direction. Shifts in the position of the schedule 
may be just as responsible for these rigidities. We have just noted 
the role that shifts in the liquidity preference schedules, induced by 
changes in consumption or investment, may play in the determina¬ 
tion of the rate of interest. We observed that an incrc'ase in the 
marginal efficiency of capital and, therefore, iiwestment, would 
cause the interest rate to rise by drawing on the cash balances used 
for .speculatiNC purposes to increase the amount of cash available 
for transactions purposes (assuming the total money supply un¬ 
changed). Presumably, a decrease in investment would lead to a 
fall in the interest rale by releasing cash from acti\c balances 
for hoarding. 

However, this may not necessarily follow. When the marginal 
efficiency of capital and investment fall during depressions, the 
same pessimism that lowers the demand for investment (trans¬ 
actions) funds leads to an increase in the demand for cash for 
precautionary purposes. Under the pressures of depression-borne 
pessimism business firms, as well as private individuals, exhibit a 
distinct tendency to build up their precautionary cash balances. 
The seeming imminent threat of reduced incomes or total unem¬ 
ployment causes many people to ‘Retrench,” to build up their cash 
margins against calamity in varying degrees. Similarly, business¬ 
men act in the same manner, sometimes under the direct pressure 
of bankers who are trying to ensure repayment of their loans, some¬ 
times under more indirect banker pressure, which involves the 
widely known attention bankers pay to a firm's cash position in the 
granting of new loans. Often firms build up their safety margins 
in anticipation of widespread defaults on accounts receivable and 
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other forms of debt, or because of the possibility of pressure being 
brought to pay on accounts payable and other forms of liabilities, 
or simply because they anticipate a general curtailment of lending 
by banks. All these forces lead to the building up of precautionary 
cash balances, thus pre\cnting the release of cash for speculative 
purposes, and, therefore, the decline in the rate of interest, which 
normally might be expected to follow a decline in in\estmcnt. At¬ 
tempts by the monetary authorities to lower the interest rate by 
expanding the money supply might easily be frustrated by the ab¬ 
sorption of the increased money into precautionarv balances to 
further broaden the margin of safety. These increases in the 
demand for precautionary balances result in corresponding (up¬ 
ward) shifts in the schedules of liquidity preference proper. These 
upward shifts in the liquidity preference schedules could just as 
('asily account for the rigidity of the interest rate downwards as the 
supposedly extremely elastic shape of these schedules. Either or 
both of these two influences may account for rigid interest rates. 
Only empirical investigation can reveal the answer to the problem. 

Liquidity Preference and Consumption 

One final point may be briefly mentioned. It has been correctly 
noted that people’s desires for liquidity not only affect the rate 
of interest and investment, but also the propensity to consume. 
Keynes’ initial presentation of the liquidity preference theory, in 
failing to take cognizance of this (direct) relationship between 
people’s state of liquidity and their expenditures on consumption, 
was somewhat inadequate. The manner in which consumption, as 
well as investment, is influenced by liquidity has been discussed 
earlier in connection with the so-called Pigou effect. 

An Appraisal of Secular Stagnation 

The stagnation school predicates its thesis of a long-run de¬ 
ficiency of investment on an analysis of the autonomous factors of 
growth. Their position is that there is nothing inherent in the 
economic systems of the capitalistic countries to ensure a rate of 
net investment necessary to provide full employment. Net invest¬ 
ment, they maintain, is a product of change and growth in the 
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economic system. In the nineteenth century, the rate of annual 
investment was immense, the product of such things as revolu¬ 
tionary technological advances—the railroads, etc. together with 
the enormous investments stimulated by the opening of new ter¬ 
ritories and the rapid growth of population. With the advent of 
the twentieth century, basic changes in these growth factors bc'gan 
to manifest themselves. Population growth began to slow down 
at an alarming rate, until at present, the rate of growth is already 
beginning to approvimate zero. While there is still room for some 
territorial evpansion, this formerly great outlet for new investment 
has been considerably narrowed. Furthermore, although there may 
be grounds for doubting that the rate of technological progress will 
slow down, there is no basis for a belief that it will rise sufficiently 
to absorb enough savings to compensate for the decline in the other 
two growth elements. At the same time, however, these mature 
economies have maintained, and even increased, their rates ol 
annual saving, with the results that the pressure on unemployment 
has been growing. 

It must be noted that the stagnation thesis contains the implicit 
(and correct) denial that the mere process of consumption is suf¬ 
ficient to ensure net investment. We hav e seen, in connection with 
the study of the acceleration principle, that once consumption 
reaches any particular level, this level can be maintained indefinitely 
with only the replacement of worn-out capital, and replacement, ol 
course, can be financed out of depreciation reserves without re¬ 
sorting to new current savings at all. Failure to understand this 
leads to faulty thinking. It has been widely argued, for example, 
that as long as there are so many people whose even basic wants are 
unsatisfied, there remain untold opportunities for new investment. 

What is really meant, however, is that there are broad oppor¬ 
tunities for an increase in the nation’s propensity to consume. Tliat 
is to say, instead of building up new territories and looking for new 
products to produce, we might well expend our resources to raise 
the living standards of the existing population. This may be per¬ 
fectly true, but it is not a solution of the investment problem as such. 
This solution does not really solve the investment problem by pro¬ 
viding new vistas for investment, but rather suggests raising the 
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propensity to consume in order to ensure full employment in¬ 
comes. 

The mistaken reasoning presumably originates in the belief that 
the increased consumption will probably require expanded plant 
and equipment. The answer should now be apparent. Once plant 
and equipment were expanded to meet the higher rate of consump¬ 
tion (higher propensity to consume), investment would fall back 
to the level of replacement demand, which would be financed from 
depreciation allowances. Again, current new savings would not 
find sufficient outlet in net investment. Of course, the propensity 
to consume could be raised some more, but the ultimate end of this 
process is an economy in which there is no net investment, that is, 
national income equals consumption (since net investment is now 
zero).**'^ Of course, this is a solution to the problem, but probably 
not the one of those who take the position just cited.’* 

Stagnation and Investment 

One cannot very well quarrel with the stagnationist position that 
many of the enormous investment outlets that characterized the 
nineteenth century have largely disappeared. Certainly, this is true 
of population growth. There is little doubt in the present writers 
mind that tliis factor played an extremely important role in the 
huge volume of investment which characterized the last century. 
We have observed that population growth stimulated investment be¬ 
cause of the necessity of providing people with housing, public 
utilities, transportation and communication facilities, etc. Tlie sig¬ 
nificant thing, for our purposes, is that much of this investment did 
not have to wait upon the discovery of new methods of production 

This, of course, is Jnhn Stuart Mill's classic Stationary State. 

In Chapter 15, we shall discuss as one ol the solutions to a stagnant 
economy, should it exist, the raising of the nation's propensity to consume. 
What is suggested in the text, however, is that the people who look to the 
unsatisfied wants of large numbers of the present population mistakenly en¬ 
visage those wants as the basis for an enonnous outlet for net investnient. 
'The analy.sis of Chapter 3 should show that this is true only insofar as a part 
of total investment is derived from current consumer demand. What these 
arguments really suggest as the solution of the problem of the excess of saving 
over investment at full employment is not so much an increase in investment 
outlets as decrease in the propensity to save (nr an increase in the propensity 
to consume). 
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and transportation, etc., but was absorbed into investment outlets 
within the framework of the then existing stock of technological 
knowledge. To the extent that capital formation would have con¬ 
sisted only in the .substitution of new techniques and products for 
old, there is little doubt that the rate of inve.stment during the last 
century would have been considerably less than it was. 

If the marginal efficiency of capital has been depressed by the 
disappearance of these growth factors, viz., territorial expansion and 
population growth, there is also little hope that changes in the in¬ 
terest rate will ever provide a solution to the problem. lJut have 
we really come to an end of these growth factors to the extent that 
the stagnationists belie^'C? This is the crucial question to be asked 
in examining the stagnationist thesis. Unfortunately, the answer 
necessarily iiivolv'es us in what has been called, very appropriately, 
*‘the great guessing game.” 

Spontaneous Cfiange.s in Wants and Techniques 

There is one group of writers who, if the stagnationists may be 
said to represent the ultimate in pessimism, may be fairly repre¬ 
sented as being the essence of optimism.**' This group of writers 
might be called the “Spontaneity School.” They believe that there 
will always be “spontaneous” changes in the tastes of consumers 
and in the techni(]ues of production, and these changes will always 
be of such magnitude that within broad limits there is virtually nt) 
limit to the ability of capitalistic economies to absorb current savings 
into investment. Growth always induces such rapid changes in 
the pattern of consumer wants and production techniques that the 
rate of obsolescence alone will be .sufficient to provide the required 
investment outlets. 

There may or may not be an important grain of truth in this 
position, but it strikes the present writer as smacking too much of 
“wishful thinking.” The position is based on the postulate that there 

See, inter alia, F. H. Knight, “Diminishing Returns from Investment,” 
Journal of Political Economy, XLII (March, 1944), pp. 26-47; D. McC. Wriglit, 
“Professor Knight on Limits to the ITse of Capital,*^ Quarterly Journal of JKco- 
nomics, XLVIII (May, 1944), pp. 331—358; idem, “The Prospects for Capital¬ 
ism,” A Survey of Contemporary Ecomtmics, Philadelphia and Toronto, The 
Rlakiston Company, 1948, pp. 457-459. 
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are forces inherent in the system that will generate, or, e\'en, that 
can be made to generate, the required volumes of investment. 
Whether tin’s is so, however, only the future can tell. The crucial 
question is whether or not the forces of change in tastes and 
techniques are spontaneous, and if so to >\’hat degree, and whether 
the obsolescence induced by these changes can provide the neces¬ 
sary investment outlets. There is no a priori answer to these ques¬ 
tions, but the present writer finds himself unable to get enthusiastic 
o\'er the prospects. The readers guess, however, is certainly as 
good as his own. 

Secular Stagnation and Foreign Investment 

There do seem to be more realistic prospects for inv(\stineiit out¬ 
lets in foreign population growth and foreign investment, mainly in 
Asia, and to a lesser extent in Latin America. There arc today \ast 
revolutionary forces on the march throughout Asia. As in other 
centuries, the repercussions of these revoliitionarv movements may 
exert their effects on countries similarly backward, like the Middle 
East, and Latin America. These movements constitute the rum¬ 
blings of vast giant populations awakening from an age-old lethargy 
and acceptance of poverty and misery, dist'ase and famine, illiteracy 
and ignorance as the inevitable concomitants of human existence. 

These are mighty forces which are at hand. At present, they 
seem to have been captured by the communist movement. How¬ 
ever, it is a mistake to view the revolutionary forces as inspired 
solely by communism, for they have their origin in periods long 
l)efore the present “cold war.” The fact that the communists 
tlireaten to engulf the whole movement may be, in part, attributed 
to our own political iiieptness. 

It docs not yet appear inevitable, howcA-er, that this new faith in 
the possibility of a life of greater abundance should be led and 
developed by the forces of communism. There is probably yet 
time for the countries of the West to step in and inspire these move¬ 
ments in the direction of the philosophy of the West. This, of 
course, is the essence of the Point Four program as envisioned by 
the present administration in the United States. 
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For countries possibly faced with the problem of economic 
maturity, of too little investment for the savings generated by full 
employment incomes, these movements in the East may be a god¬ 
send. Properly guided and stimulated, these movements may lay 
open whole new frontiers, frontiers which also contain within them 
populations which are in the stages of increasing rates of growth. 
These are investment outlets perhaps as great, if not greater, in 
potential scope, as any the West oifcTed at the peak of its in¬ 
dustrial growth. Whether the government iinests directly, or di¬ 
rects, and possibly guarantees to some extent, private investment 
is not of basic significance, either, for the mature economies. The 
important thing is tliat in the countries of the East there lie outlets 
for investment of the dynamic type whicli characterized the United 
States during its nineteenth century growth from an essentially 
agrarian (‘conorny to, primarilv, an industrialized one. 

The stagnationists have fore.seen some of the possibilities that 
are offered lor inxestment in some of the backward areas of the 
world. However, most of their comments on the subject are dated 
some years before the eruption of the revolutionary movements 
which ha\e come to the surface within the past couple of years. 
The recent explosions indicate that they, along with many others, 
may have greatly und(*restiinated the nature and strength of the 
forces which have been at work to relievo these areas from the 
yoke of primitive colonialism. 

Nevertheless, one is not entitled to go “ov'crboard” yet at these 
prospects. There is an important area of political problems which 
have to be solved before this vast area of economic (investment) 
potential can become available to the West. Whether these prob¬ 
lems will be solved sufficiently to allow the leaders of these move¬ 
ments to open their doors to Western capital remains to be seen. 

Moreover, there are certain economic factors in the situation 
which may cause 

the induslrializalion of Asia [to] follow quite a different pattern from 
that of America. Natural resources are probably less bountiful, rates of 
return are likely to be lower, much broader planning and coordination 
may be necessary, established social and political institutions may to 
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some extent present obstacles, the nations concerned may be unwilling 
to have foreign capital play a predominant part in their de\elopinonl,"' 

and, finally, there is the necessity of training a very backward labor 
force in the ways of mechanical production, which did not exist, 
for the most part, in America. 

The answer to the very important question of whether thc‘se 
areas will provide the outlets for the full employment savings of 
the mature economies of the West is obviously outside the scope of 
economic analysis. It belongs rather to the arena of crystal-ball 
gazing. The reader is free to come to his own conclusions here, too. 
The future will confirm or discredit them. 

Stagnation and the Consumption Fumtion 

One of the assumptions of a thesis of secular stagnation is, we 
have noted, the stability of the propensity to consume. The thesis 
implicitly and explicitly contains the belief that the propensity 
to consume will not rise sufficiently to close the gap betw(‘en savings 
and investment at full employment incomes. Howc\'er, there is evi¬ 
dence that while the propensity to consume is more or less constant 
in the short run, it displays a definite secular tendency to rise. The 
data on this subject indicate that o\'er the fifty years preceding 
1929, the percentage of income spent on consumption (i.e., the 
average propensity to consume) has remained constant. Since 
national income was increasing at a rapid rate during this period, 
we may conclude that consumption must have been increasing at 
the same rate, yielding a stable ratio of consumption to national in¬ 
come. This, in effect means that there has been a secular rise in the 
consumption function. 

The reason for this secular rise (in contrast with the short-run 
stability) of the consumption function lies in the constant upward 
shifting in the community’s conception of a minimum standard of 
living- Things that were once luxuries are now considered in¬ 
dispensable necessities. Thus although the low-income groups re¬ 
ceive money incomes greatly in excess of those of their forefathers, 

From "Secular Stagnation?” by Alan Sweezy, in S. E. Harris, **d., Post- 
tuar Economic Problems, p. 80, n. 1. Copyright 1943. Courtesy of McGraw- 
Hill Book Company, Inc., N. Y. 
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their expenditures on newly conceived “necessities” still permit 
them to do virtually no saving (in fact cause them to go into debt) 
out of the higher incomes. 

This secular rise in the propensity to consume provides another 
possible way out from tlie threat of clironic unemployment. There 
is no guarantee, of course, that the upward shifts in the consump¬ 
tion function will occur rapidly enough in the future to reduce or 
close the gap between savings and investment at full employ¬ 
ment, but these shifts do suggest certain possibilities in connection 
with public policy, that is, it is not entirely outside the realm of 
public policy to consider ways of getting the propensity to con¬ 
sume to rise e\en faster than it does of its own accord. This is a 
matter we shall ha\'e occasion to consider in Chapter 15, on the 
problems of public policy in connection with the business cycle. 

The possibility of having upward shifts in the propensity to 
consume provide a possible means of escape from the specter of 
secular stagnation induces the present writer to quote a “stagna¬ 
tionist” who would defend his school’s position against a certain 
brand of criticism. Many critics oi the stagnationist thesis accuse 
it of being unduly pessimistic, of having a completely defeatist at¬ 
titude toward the employment problem of the future. Professor 
Alan Sweezy objects, with some merit, to these accusations. That 
the stagnation theory is defeatist 

... is true only from the jioint of view of those who regard investment 
as an end in itself. If, on the other hand, we take seriously what we 
learned and what wc teach in elementary economics, viz., that cons-ump- 
tion is the final aim of economic activity, the implications of the stagna¬ 
tion theory are optimistic, not pessimistic. If the theory is correct, it 
means that society can devote a larger proportion of its resources in the 
future to satisfying current consumer wants, including the provision of 
more adequate medical care, better housing, more educational oppor¬ 
tunities, etc. This is certainly anything but a gloomy prospect. People 
have trouble seeing it in its true light only because they are still thinking 
in terms appropriate to a scarcity rather than an abundance of capital.*' 

While it remains for the future to attest to or deny the validity of 
the stagnation thesis, the present writer concurs heartily in these 
sentiments. 

See Sweezy, op. cit., pp. 81-82. lialics supplied. 
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CHAPTER 5 


THE PURE MONETARY THEORY 
OF THE TRADE CYCLE 


Sufficient cvidfMice lias already been presf'iited to the student of 
l)usiness cycles, both in this discussion and (in all probability) in his 
pre\'ioiis contacts with economics, to make clear the central posi¬ 
tion of monetary phenomena to any explanation of cyclical fluctua¬ 
tions. All writers are uniformly agreed that an elastic money sys¬ 
tem is a virtual sine qua non of cyclical fluctuations in business ac- 
li\ity. No upswing could proceed very far without a money supply 
that readily increased in response to the demands of a cyclically 
expanding economy. While acknowledging its itulispcnsable im¬ 
portance, most students of the business cycle regard the monetary 
mechanisjii as primarily a passive factor in the development of 
cyclical fluctuations. Certain writers, however, notably R. C. 
Ilawtrey, whose theories we are about to examine, place full re¬ 
sponsibility for the business cycle at the feet of money mechanism, 
particularly the commercial banking system. While not agreeing 
with Mr. Hawlrey’s position, the present writer feels that his explana¬ 
tion provides an excellent description of the role of money during 
the periods of expaiision and contraction of the business cycle. 
The monetary explanation advanced by Hawtrey may be quite 
neatly adapted to the period analysis discussed in Chapter 2, and 
the reader would profit by keeping this fact in mind throughout the 
following critique. 

Total effective demand derives from the flow of national money 
income. As we have seen, national income consists of the sum ex¬ 
pended on consumption and inve.stment; that is to say, the amount 
of income received at any time depends on the amount of income 
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(on consumption and/or investment). As long as this flow 
of money income remains unchanged, the economy will tend to 
move along on an even keel. But, in fact, the money stream is often 
broken. Dishoarding of idle cash balances or the creation of bank 
credit may enlarge the stream of effective demand for goods, and 
precipitate an upward .spiral. Conversely, a ii(‘t increase in lioarcl- 
ing or contraction of bank credit has the effect of reducing the total 
mouetar)' demand for current production and, in this manner, in¬ 
itiating a deflationary spiral. 

Thus, for Hawtrey, the business cycle is purely a monetarv^ 
phenomenon, predicat<*d upon fluctuations in the national money 
income stream. Let us now proceed to analyze precisely the 
mechanism tlirough which fluctuations occur. 

THE MONETARY .SEQUENCE OF A BUSINESS CYCLE 

Basically, Hawtreys theory devolves upon three* main factors: 
(1) the strategic role of the wholesalers in the economy and their 
evtreme sensitivity to changes in the discount rate; (2) changes in 
the flow of total monetary demand; and (3) the role of the so-called 
external drain and return of bank reserves. 

The Revival and Upnving 

A typical upswing might, according to Hawtrey, proceed along 
the following lines. Banks, confronted with the piling up of excess 
reserves, lower their discount rate in an effort to stimulate borrow¬ 
ing. Such a reduction in the discount rate is a great stimulus to 
the wholesaler (to whom Hawtrey refers as the “trader”). This 
class of businessmen is peculiarly sensitive to such changes because, 
unlike other producers, its members tend to carry their large stocks 
primarily with borrowed money. Moreover, the wholesaler usually 
makes his profit as a small fractional markup on the value of large, 
rapidly moving stocks of goods. Hence a small change in the* dis¬ 
count rate affects his profits to a disproportionately large degree. 

Wholesalers respond to the reduction in the bank rates by be¬ 
coming much more willing to borrow from the banks in order to 
increase their stocks of commodities.^ This is "fully in accord with 

^ In addition, they also begin to dishoard any idle cash balances. 
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our earlier analysis, when we saw that, given the marginal efficiency 
of capital, a reduction in the rate of interest will lead to an increase 
in the level of investment. This is a special case of that more gen- 
t»ral proposition. That is, a reduction in the bank discount rate 
leads, initially, wholesalers to attempt to eff(‘Ct a net increase in 
their inventories. 

The increased orders of wholesalers cause the manufacturers 
to raise their level of ])rodi]ction and employment.' But the in- 
creas(*d expenditures on the part of the manufacturers means ad¬ 
ditional income and monetary demand on the part of the factors of 
production, “'riins the whole amount of tlic funds created by the 
hanks is r('cei\ ed as income, whether profit.s, wages, salaries, rent, or 
interest, by those t'ligaged in producing the commodities.” ^ While 
th(\S(‘ people may use .some of their additional income to increase 
their cash balances, Hawtrey finds that they will spend the bulk of 
it. Thev .spend it on goods they buy from traders, who now find 
their stocks declining. Thus, in attempting to increase^ their stocks 
in response to the lower interest rate, the traders actually create new 
consumers’ demand “which tends to deplete their stocks almost as 
fast as they are replenished.” * 

The wholesalers find their desire for increased stocks still un¬ 
satisfied, .so that they further increase their orders to producers.’ 
Prnductixe activity increases still more, as does employment and 
consumer incomes. This means further increases in expenditures on 
the part of the income recipients and additional depletion of stocks. 
A spiral of cumulative expansion is set up, fed by the continuous 
expansion of bank credit and the dishoarding of idle cash balances. 

The Csvisis mid Downswing 

If banks could continue to create credit indefinitely, the upward 
movement might proceed without stop. But sometime in the course 

‘ Strictly speaking, it would be the manufacturers who, in tlic first instance, 
would borrow and use idle cash balances. The wholesalers would ha\'e no 
actual need to borrow until the first deliveries on the new orders had arrived. 

® R. G. Hawtrey, Trade and Credit (London, Longmans, Roberts and 
Green, 1928), p. 90. 

^ Ibid,, p. 91. 

® In effect, such an involuntary decline in inventories lead.s to a rise in 
the marginal efficiency of capital, which is a further stimulus to investment. 



196 THEORIES OF THE BUSINESS C:YCLE 

of the upward swing, banks find their cash reserves falling, so that 
they must not only refuse to lend any more, but must actually call 
in some of their loans in order to remain within the limits of the 
legal or customary reserve ratio/* In addition, in order to curtail 
the demand for new loans, the banks raise the discount rate. 

The resulting contraction of credit exerts a deflationary pressure 
on prices, on money income, and ultimately on thc‘ marginal effi¬ 
ciency of capital. The combined eflect of a fall in the marginal 
efficiency of capital and a rise in interest rate is a strong damping 
of investments, particularly those made by traders, whose sensitivity 
to slight changes in the money rate has already Ix'en remarked. 
Wholesalers will attempt to reduce their stocks by curtailing their 
orders to manufacturers, and this will tend to reduce total debts 
to the banks. Manufacturers in turn will curtail their own le\'els of 
output and employment. The income of the factors of production 
will decline, and there will he a corrc.sponding decline in monetary 
demand. 

The immediate consequence of a decline of consumption demand i.s 
diminished Siiles, and increased stocks of unsold goods. But for sinallrT 
sales sinaUer stocks are required. The tiadeis whose sales arc diminished 
will seek to reduce their stocks by ordering from the producers some¬ 
thing less than the amount ot goods nece.ssaiy to rej^lace those sold. 
And producers, with output falling off, will seek to reduce their stocks 
of materials and intermediate products by ordc'iing less of [them] than 
would he sufficient to rt'place what they use in production. Tims pro¬ 
ductive activity is reduced in a greater proportion than sales, and since 
general demand is generated by the consumers' income, and the con¬ 
sumers’ income is generated by productive activity, there will be a 
further reduction of general demand and therefore presumably of eon- 
sumption. This will react in tlie same way and a vicious circle will be 
set up; declining demand causes declining activity, and declining activity 
causes declining demand.' 

It should be evident from the foregoing that the critical factor 
in precipitating the downturn is the contradiction of bank credit. 
It behooves us to examine the reasons for this action of the banks. 

^ Actually, the hanks .seldom call, but rather lend less (a.s new credit) 
than they receive (in the repayment of old lnan.s). 

"K. G. Ilawtrey, Capital and Employment (London, Longmans, Roberts 
and Green, 1937), pp. 70-71. The reader should note the strong resemblance 
of this spiral lo tfiat described as part of the acceleration principle. 
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The Significance of Bank Credit 

As the banks expand the volume of loans, and as productive 
activity is accelerated, we have seen that the incomes of the owners 
of the various factors of production increase. While the bulk of the 
increased incomes will be respent on consumption and investment, 
some will be used to build up the cash balances of households and 
business firms. This is particularly true of the working classes. 
The transactions of this group are primarily of the small retail 
variety in which cash is predominantly used. Therefore, as employ¬ 
ment and wages rise, the working classes begin to absorb cash, 
thereby depleting the cash reserves of the banks." 

But this is a slow process, for, as is well known, wages tend to 
lag behind the expansion of bank credit and the rise of prices and 
profits. Even after wages catch up to their “normal” relationship 
to prices and profits, however, the cash balances of labor continue 
to increase. The drain of cash from the banking system finally re¬ 
sults in a shortage of bank reserv'es which is so severe that the banks 
do not simply refuse to lend any more, but actually arc compelled 
to contract. Thus the money flow and the level of monetary demand 
arc reduced, and the downward spiral begins. 

Throughout his writings Mr. Hawtrey has, with some reluctance, 
omitted the possibility of a “credit deadlock." By a “credit dead¬ 
lock" is meant a situation wherein no amount of interest rate reduc¬ 
tion is sufficient to stimulate borrowing by businessmen. According 
to Hawtrey such a situation develops when prices fall so rapidly 
that the banks are helpless in doing anything to induce borrowing. 
In our own terminology we may say that the marginal efficiency of 
capital is so low (perhaps even negative) that interest rate reduc¬ 
tion is futile as a stimulus to investment. Although he has conceded 
such a possibility, and despite the negative results of low interest 
rates during the depression of the thirties, Hawtrey continues to 
feel that such experiences are rare and unworthy of more than 
passing comment. 

" This action is analogous to the better known ‘ extenial drain" of cash 
from the banking system as the volume of transactions and the price level 
rise during the course of an upswing in business activity. 
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Were it not for blind faith in reserve ratios as the guide to credit 
polic)', such deflation would be unnecessary. But central banks, 
mindful of their obligations to maintain exchange stability (and 
wary of inflationary tlireats), refuse to build up the reserves of com¬ 
mercial banks indefinitely. Furthermore, reserve ratios act too 
slowly to be of much value as a warning of dangerous credit ex¬ 
pansion. The consequence is that the expansion usually is allow^ed 
to proceed too far. “The trade depression was the accompaniment 
of the prolonged credit contraction which was thereafter necessary 
to restore the cash position of the banks.” ' 

In summary, the basis of the trade cycle is the inherent instahiU 
ity of credit. Activity causes credit expansion, credit expansion 
increases demand, demand evokes greater activity. Depression 
damps down borrowing, diminished borrowing brings witli it cur¬ 
tailed demand, curtailed demand means more depression. 

CRITICAL ANALYSIS 

The criticisms to be directed against Hawtrey’s theory must be 
primarily of an empirical nature. The theory is logically correct, 
but some of his assumptions conflict with certain facts of reality, 
and the significance of the theory is reduced in consequence. 

The Exaggerated Significance of the Wholesaler 

In the first place, Hawtrey emphasized the role of the wholesaler 
because of his great importance in England before 1914. Since then, 
however, his importance has greatly diminished. Moreover, it is 
possible that traders may finance largely with their own capital 
rather than by borrowing. This seems to have been largely the 
case in the United States. Thus it appears that Hawtrey has greatly 
exaggerated the importance of the wholesaler. 

Exaggerated Sensitivity of the Wholesaler to Changes in the Rate 
of Interest 

On a number of counts, also, Hawtrey has probably overesti¬ 
mated the degree of sensitivity with which the wholesaler responds. 


^ Trade and Credit, p. 102. 
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to changes in the bank discount rate. In cases where the traders 
finance inventories with their own capital and reinvested earnings, 
they are not likely to respond as quickly to changes in the discount 
rate as would be the case when they are working mainlv with bor¬ 
rowed capital. Moreoxer, if the trader believes that the cut (or 
rise) in tin* discount rate will be temporary, it is unlikely that he will 
lower (or raise) his selling price and increase (or decrease) his 
sales. For one thing, he may have no clear understanding of the 
shape of his marginal cost curve, and thus be unable to realize that 
an expansion ol his sales will increase the rise in his profits (when 
the interest rate is lowered), or that a contraction of sales will lessen 
the fall in his profits (when the interest rate is raised). Further¬ 
more, if his sales remain unchanged, he is highly unlikely to varv 
the level of his inventories, because of the rather common practice 
of maintaining fixed ratios between inventories and sales. 

Changes in interest rales, furthermore, usually occur when prices 
are changing. Thus when prices are rising, the wholesaler is not 
likely to be deterred in his borrowing, for he can .simply raise his 
price in step with the rise in his costs. Conversely, in times of de¬ 
flation, reductions in the interest rate (and thus costs) are likely to 
be offset by declining prices (and thus rev(mues). 

The Business Cy<le More than a Monetary Phenomenon 

Another basis for criticism is Hawd^rev’s contention that the busi¬ 
ness cycle is purely a monetary phenomenon. One might more 
legitimately emphasize the production-sales mechanism, into which 
credit flows, in discussing the cycle. The variation of the ratio of 
loans to reserves implies that certain processes of production are 
demanding the use of credit, now in greater quantities, now in 
smaller quantities. Moreover, it is the rise in the level of transac¬ 
tions (business and personal) which is essentially responsible for 
the cash drain. Finally, there are many other factors w^hich may 
halt an upward movement, long before the limits of the reserve 
ratios are reached. The natures of these factors will become 
evident as we discuss other theories of the trade cycle. 
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Overemphasis on the ^'Inherent Instability of Credit" in the 
Modern Context 

Filially, much of Hawtrey’s analysis is predicated on his ideas of 
the inherent instability of credit. This idea, however, is a product 
of the old commercial hanking school theories. Proponents of these 
theories traditionally argued that commercial banks should make 
their loans only on the basis of short-term commercial paper, expand¬ 
ing credit when the volume of commercial paper goes up, and con¬ 
tracting credit when the volume ol commercial paper goes down. 
Strict adherence to this doctrine, howevc*r, means superimposing 
accentuating inflationary and deflationary forces on the upswings 
atid downswings of the economy. The commercial banking school 
doctrines completely ignored changes in the velocity of circulation 
of money diuring the course of the upswings and downswings. To 
the extent that an increase in the velocity of money satisfies the 
‘‘needs of trade" for more money for transactions purposes, to that 
extent the additional expansion of bank credit cr(*at(»s an inflationary 
force, C^oiuersely, in the course of a recession, the velocity of circu¬ 
lation falls in response to a diminution in the transactions demand 
h)r cash, and a contraction of bank credit seri t's merely to add to 
the deflationary pressures. 

In rt'cenl years, however, the portfolios of commercial banks 
ha\e undergone important changes. Over a period of years, the 
proportionate importance of short-term commercial pajier as an 
asset has declined, w^ith a corresponding increase taking place in 
the proportion of government securities. Today banks, on the av¬ 
erage, hold o\'er 60 per cent of their assets in the form of gov('rnment 
securities. This development has great significance for the "inher¬ 
ent instability" characteristics attributed to the banking system. By 
and large, it may be said that as long as government securities loom 
large in bank portfolios, the banking system will be inherently much 
more stable than has Ix^en the case in the past. The reason for this 
is that governments, unlike businessmen, do not operate on the basis 
of the profit motive. Hence, there is every reason to believe that 
no modern government will begin to pay off bank-held debt as soon 
as a recession sets in. As a matter of fact, exactly the opposite is 
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more likely to take place, as governments attempt to stem the 
tide of recession and embark upon deficit-financed spending pro¬ 
grams. 

Despite the foregoing criticisms, Ilawtrey has made a real con¬ 
tribution to biI.sincss-cycle theory. Ilis emphasis on the often per¬ 
verse elasticity of the credit mechanism points up the all-im])ortant 
role of the credit system in the cumiilati\e j^rocesses of expansion 
and contraction which characterize modern In’c-enterprise econo- 
ini(‘s. It is nndonbledly true that some limitation on the banking 
system’s jioucr to create credit would assist in reducing the extreme 
range oi the fluctuations in business activity, ft would be a serious 
exaggeration, ho\vc‘\er, to lay all the blame on the banking system, 
for, as pointed out abo\e, cognizance should also be taken of the 
role plaved bv productive processes. The theories to which \vt^ shall 
now pass have ihe virtue of emphasizing the rc'lationships between 
the procc’sses of production and the credit mechanism. 
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CHAPTER 0 

THE OVERiNVESTMENT THEORIES 


THE MONETARY OVERINVESTMENT THEORY 

It is a uiii\’crsally recognized fact that during the course of the 
business cycle the capital goods industries tend to fluctuate much 
more violently than do those industries which produce for current 
consumption. It is statistically verifiable that the industries jjro- 
ducing inscstment goods expand and contract to greater extents 
than consumer goods industries during the revi\al and recession 
periods, respectively. There is a large group of business-cycle theo¬ 
rists who assert that these diflerences in the relati\e rates of expan¬ 
sion and contraction of the two general categories ol industry cause 
the cycle, rather than appear as symptoms of cyclical maladjust¬ 
ments. 

One school of thought, the so-called Austrian School,' insists 
that the relative disparities in the rates of growth in the aforemen¬ 
tioned categories of industry may be traced to the banking system. 
That is, while the business cycle is not a purely monetary phenom- 
('non, the distortions in the productive system, which r(‘ally are at 
the root of business fluctuations, would not occur without an elastic 
system of bank credit. It is the purpose of this chapter to present 
and to analyze critically the essence of their propositions in an ef- 

^ The “Austrian School” is geiierally taken to consist of the following 
writers: F. A, llayek, L. Miscs, F. Maclilup, W. Ropke, and the English econo¬ 
mist, Lionel Robbins. It is worthy of note that in recent years, Professor 
Hayek has reversed the position lie took as probably the outstanding exponent 
at tlie nionetary-overinvestnient theory. He now takes the position tliat booms 
come to an end heeau.se of too little investment. See the Appendix to this 
chapter. 
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fort to ascertain their valid contributions to business-cycle theory.- 

There are two central elements in the thesis of the Austrian 
school, which, together, provide the basic conditions for the mone¬ 
tary overinvestment explanation of the trade cycle: (1) the elas¬ 
ticity of bank credit and its effect on the rate of interest; and (2) the 
famous concept of forced saving. 

THE REVIVAL AND UPSWING 

As is well known, the banking system as a whole is capable of 
expanding credit to some multiple of any givcm amount of new 
casli received. This expansion may come as a rc'sult of one or tw^o 
])ossJbi]ities. 

The Marginal Efficiency o/ (lapilal 

New inventions or discoveries may appear; new markets may 
b(‘ developed; new sources of raw materials mav be found. All 
these and other possibilities have the effect of raising the marginal 
efficiency of capital. If the intere.st rate remains unchanged, a larger 
volume of profitable investment becomes feasible. But such a rise* 
in the marginal effiei('ncy of capital alone will not suffice to explain 
the excessive increase of investing activity which engenders a sub- 
.sequent crisis. This overcxpansioii of investment activity is possi¬ 
ble only when this activity is financed through increases in bank 
credit and not through v^oluntary saving out of current income. 
Businessmen generally need not depend on the voluntary savings 
of consumers for their supply of investment funds. Instead, under 
the inducement of a rise in the marginal efficiency of capital, they 
may, and usually do, borrow from the commercial banking system, 
which simply creates the money it lends. 

“ The Austrian analysis, following Wicksell, proceeds in terms of disparities 
betwoc‘ii the actual market rale and the e*qiiilihrium rate of interest, i.e., the 
rate which equates the supply of and demand for savings. Thus a period of 
boom is depicted a.s beginning with a fall in the market rate below the equi¬ 
librium rate as a result of the expansion of hank credit. (Alternatively, it 
might be said that tbe equilibrium rate rises above tlie market as busines.sinen 
begin to take a more optimistic view of things.) However, it seems advisable, 
in view of tbe objectives of this book, to recast the analysis in the form de¬ 
veloped ill C^hapter 2. Nothing is lost in this procedure, and it does have the 
advantage of simplicity. 
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The Rate of Interest 

Howcx er, a rise in tlie marginal efficiency ol capital is not the 
only inducement to increased investment. From onr earlier analy¬ 
ses we know tliat, ^ivcn the marginal efficiencv of capital, a fall in 
the rate of interest may stimulate investment activity. The Austri¬ 
ans firmly believe that the marginal efficiency of capital is vt^ry 
elastic with re.spect to changes in the rate of interest. Hence a fall 
in the latter is taken to be just as effectixc as a shift in thi* position of 
the marginal efficiency of capital schedule itsfdf. ("hannels of in- 
\estment \\hose rates of return heretofore w(‘re below the rate of 
interest become attractively profitable with the new lower rates, and 
businessmen increase tlieir orders to the capital goods industries 
for additional in\estnicnt goods. 

But why do(‘S the interest rate fall? The student knows that the 
ratio of bank reserves to outstanding loans is seldom constant over 
time. Excessive cash reserves mean less profit to banks, for these 
reser\es are strictly nonearning assets. Furthermore, competition 
often causes the individual bank to lend in order to a\oid any loss of 
customers to a competing bank. For these and similar rea.sons 
banks lo\^’er the market rate of interest, with the result, as we ha\e 
seen, that businessiiKMi begin to borrow and to expand the xolnme 
of their investment. This is particularly true in the case of the 
‘^lea^^" industries. The demand for long-lixed capital goods is 
€*specially sensitix e to changes in the rate of interest.'* 

Forced Savings 

Now there is notliing wrong with investment, say the Austrians, 
so long as the funds invested come from rohmianj current savings, 
i.e., from a voluntary reduction of society’s propensity to consume. 
At any given time, total expenditures are divided between capital 
goods and consumer goods. If in one period of time more is saved 
out of current income than in the previous period (that is to say, the 

•* This follows from the nature of the discount fonnuUi. Chaii|[;es in the 
rate of interest affect distant incomes much more than those near the present. 
Hence heavy industries, investing in equipment which usually yields income 
far into the future, respond more quickly to changes in tJie rate of interest. 
(Cf. Chapter 4^ infra, p. 165, footnote 25.) 
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savings function rises), and these savings are invested, there is a 
relative decline in the demand for consumer goods and a propor¬ 
tionate increase in the demand for capital goods. By virtue of this 
act of saving and investment, the structure of the producti>'e system 
is permanently modified in favor of more capitalistic processes. 
There will be relatively more money spent on the production of 
capital goods so that, in the end, production will use a larger quan¬ 
tity of capital goods per unit of output than heretofore.^ 

Hut the very expansion of bank credit makes a decline in the 
nation's propensity to consume come about in an involuntary, a 
forced, way.’ This happens in the following manner; A.^sutnin^ 
full vmpioifuicnt *' the expansion of bank credit through loans to the 
various groups of investors places additional purchasing power in 
their hands. This enables them to bid up the sale prices of capital 
goods relative to those of consumer goods. The produc ers of capi¬ 
tal goods are in turn (‘iiabled to bid up the prices of the factors of 
production and thus draw them away from the coiisuiuct goods 
industries. As long as potential investors can borrow from the 
banks and cause capital goods prices to rise relativ e to those of con¬ 
sumer goods, the producers of capital goods can continue to bid 

** III the Austrian teniiiiiologv, this i.s deseiibecl as a Icn^tlu niuff nf tlie 
prntess nf prodnctuiii. More rnundabniit (capital ntili/iu^) ini'tliods nf pni- 
diieiioii vill appear. 

It should be nolc'd by the reader that thi.s decline in the propensity 
to coiisiinic occurs in real terms. Heretofore our analy.sis of the consumption 
function has been carried ont in money terms. As a matter ol Fact, the pro¬ 
pensity to consuiiie in money tenn.s probably ruvs, a.s prices tend to rise fasttT 
than the increase in people’s money incomes, tlius forcing peiiplt' to spend 
greater anioiiiits of their incomes on consumption in an effort to maintain their 
standards oi living. However, because prices do rise fasier than money in¬ 
comes, the deciine in the purchasing power of money means that the amount 
of g(H)d.s and services which people i*an acquire actually diminishes. This is 
the basis of our assertion that the propensity to con.suine (in real terms) is 
deelining. Fiirthemiore, tliis is the e.s.seiice of the concept of “forced savings” 
dLscus.sed in the succeeding pages. 

“The full significance of the assumption of full cmplnvment should be 
appreciated by the student. When an economy is operating at a le\el of full 
employment, it is p()s.sible to expand output along one channel of production 
only by curtailing output in another channel of production, thereby releasing 
facbirs of production from the latter to the fonner. Thus, if it is desired 
tlial capital goods production be expanded, this can be achieved only by 
curtailing consumer goods production. This is the process which is described 
by the Au.strian.s. A further and fuller treatment of this coiic^ept is given in 
Chapter 8, pp. 274-275. 
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away the productive agents from the consumer goods industries. 
Such a movement obviously curtails consumer goods production in 
favor of increased capital goods output. In effect, the community’s 
propensity to consume (in real terms) is forced downward." Con¬ 
sumers are compelled to save simply because there is a shortage 
of consumer goods. 

The effects of a forced decline in the nation's consumption func¬ 
tion are very different from those associated M'ith a voluntary down¬ 
ward shift. Such a decline 

is not made by tlinse who will reap the benefit from the nc*w im estinents. 
It is made In eoiisuiners in general who, berans(‘ of the increased com¬ 
petition from the entreprenenrs who have received the additional money, 
are forced to forego part of what they used to consume. It comes about 
not because they want to consume less, but because thev get less goods 
for their money income. There can be no doubt that, if their money re¬ 
ceipts should rise again, they would immediately altcinpl to expand con¬ 
sumption to the usual prop(jrtion.® 

As a matter of fact, when producers spend their newly bt)rrowt‘d 
bank money on investment goods, they generate new income to the 
factors of production (or to their owners) now employed in tlie 
capital goods industries. But it was this very group of people, in 
part, whose consumption was involuntarily curtailed. It is to be 
expected that as soon as the higher level of money income is 
realized, they will make a strong effort to restore their former levels 

’ This decline in the real propensity to consume may be said to occur for 
twti reasons; (1) the rise in factor pric'e.s resulting from the increa.sed demand 
from capital goods industries causes the prices of consumer goods to rise 
at a faster rate than llie incomes of consumers; and (2) rigidity of certain 
costs and incomes which lue contractual in nature causes income to be 
diverted from groups with a comparatively high propensity to consume to 
entrepreneurs, who tend to have a low propensity to consume. 

®This situation is in some respects analogous to wartime economies. 
During war the govemmcnl is the borrower. Either because prices rise faster 
than incomes, or because a system of rationing is imposed with price ceil¬ 
ings, the propensity to consume is lowered, so that agents of production may 
be diverted from consumption to war industries. 

T. A. Hayek, Prices and ProductUm (London, George Routledge & Sons, 
1935), p. 57, The reader should note, in this connection, that the consumer 
who is forced to save (in the real .sense) does not improve his liquidity posi- 
tion in the way a voluntary saver does. On the contrary, he must still spend 
all his money income (to meet the higher prices) even though his level oi 
real consumption falls. 
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of consumption. In order to do this, though, they must bid up the 
prices of consumer goods sufficiently to enable the producers of 
these goods to take the necessary factors of production away from 
the capital goods industries. As long as the banks continue to ex¬ 
tend new credits to the borrowing investors, however, these indus¬ 
tries will be able to meet or to better the competitive bidding 
for productive agents which emanates from the consumer goods 
industries. 

THE CRISIS AND DOWNSWING 

Kvt'utually, l^ank credit expansion must cease. One reason for 
this is, as was shown in the last chapter, the reaching of the reserve 
limits imposed by the gold standard or by customary and legal 
practices. Even if thc’se limitations did not exist, however, credit 
expansion finally must come to an end, lest it generate a cumulative 
upward spiral of prices leading ultimately to the complete collapse 
of the monetary system. 

The Jlestoration of Consumption Demand 

Once the borrowing power of investors has been sharply limited, 
capital goods producers can no longer meet competition from the 
consumer goods industries for the agents of production. In the 
meantime, the efiorts of consumers to restore their consumption to 
its former level will cause consumer goods prices to rise relative 
to capital goods prices and will make the expanded production of 
consumption goods increasingly profitable. Producers in these in¬ 
dustries then proceed to bid up factor prices—wages, etc. Interest 
rates rise, both from the continued efforts of investing enterprises 
to borrow more money and from the banks' efforts to limit (or 
prevent) further borrowing (that is, a further depletion of their 
reserves). But a rise in interest rates tends to lower the discounted 
values of future revenue streams from capital goods. Thus the costs 
of producing capital goods are raised above the expected levels of 
investors at the very time the (anticipated) discounted values of 
the future revenue streams fall. The resulting combination of a 
fall in the marginal efficiency of capital and rise in interest rates on 
borrowed funds results in a greatly slackened demand for invest- 
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meiit goods,'® This is especially true of heavy industries, which, 
as we have already seen, are considerably affected by changes in the 
rate of interest. 

The essence of the foregoing is called by the Austrians a capital 
( funds) shortage. The meaning of the term capital shortage should 
be clear from the above description of the crisis. Entrepreneurs 
who desire to continue their investment projects to completion are 
effectively estopped by the shortage of capital (or loanable) funds. 
This shortage, in turn, stems from the refusal of consumers to saoc 
and the banks to lend. Hence the investing businessmen are de¬ 
prived of monetary resources with which to maintain their demand 
for investment. 

The Breakdown in Capital Formation 

Once the error in anticipations is realized, a sharp contraction 
of production takes place in the capital goods industries, as the 
demand for in^'estment goods falls oft under the pressure of rising 
costs of investment goods and a falling marginal cfficienc'v of capital. 
This sudden contraction releases factors of production at much too 
rapid a rate for them to be absorbed by the more slowly expanding 
consumer goods industries. Large-scale unemployment results, the 
income stream is broken, and a downswing in general business ac¬ 
tivity sets in. 

This recession is likely to develop into a real depression under 


The reader may properly wonder why a rise in the propensity to coii- 
sunie doesn’t stimulate investment via an induced increase in the marginal 
efficiency of capital. That such does not result involves two assumptions: 
(1) rea.sonal>ly full employment of most of the nation’s rt‘.sonrces; and (2) the 
tact that demand for consumer goods rises relatwphj to the demand for c.ipital 
goods. The first assumption i.s likely to be correct at the top of a boom. 
The second assumption is implicit in the assertion that banks sharply restrict 
credit grants. Thus, even though capital g(jods producers wish to continue 
borrowing and expanding, their efforts result only in higher interest rates. 
Because these industries are typically heavy industries, the rise in the interest 
rate has a greater damping influence (via the discount process) on their in¬ 
vestment calculations than is the case in the lighter (less capital using) con¬ 
sumer goods industries. For further discussion of these assumptions see 
A. H. Hansen and H. Tout, “Investment and Saving in Dusinc.ss Cycle and 
Theory," Econometrica, I (April, 1933), pp. 119-147. Implicit in the last 
point also is the assumption that the increase in derived demand for capital 
goods is not -sufficient to offset the rise in the rate of interest. 
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the pressure of a rush for liquidity. Falling prices, pessimistic ex¬ 
pectations about future incomes, employment, etc., all give rise to 
hoarding. Businessmen, worried about the future level of business 
activity, increase their cash balances to avoid financial embarrass¬ 
ment. The price decline and general state of pessimism exert damp¬ 
ing influences on the marginal efficiency of capital and through it, on 
investment. 

Ceteris paribus, depressions should be short. “After a certain 
interval of liquidation and cost cutting, business prospects will once 
more brighten and revival will gradually take place.” “ But other 
things are not equal: 

]. Strong tendencies toward wage and price rigidities pervade modern 
capitalistic economies. These rigidities arise from the growing ability 
of trade union.s to rc.sist wage cuts and the administered prices wliich 
characterize inonojiolies and cartels. Furthermore Midi state controls 
as tariffs encourage cartels to continue their price-maintenance prac¬ 
tices, while unemployment insurance aids unions in resisting wage 
cuts. 

2. A fall in prices in certain sectors of the ec'onomy (such as agriculture) 
as a result ol technological improvements may )ia\e a depressing in¬ 
fluence, especially if they coincide with ji more general price defla¬ 
tion. 

3. The “easy money” polici(\s of modern governments act to prevent 
the liquidation ot marginal concerns, and so tend to prolong both 
their agony and the deprcs.sion. 

4. The us<‘ ol tariffs to kc'cp out imports and to stimulate domestic 
production has just the opposite effect: protective tariffs usuallv lead 
to retaliatory actions by affected countries, and exports fall off, as 
well. 

5. Professor Irving Fisher has emphasized the importance of the wide¬ 
spread resort to long-term debt to finance investment during the 
upswing as a factor contributing heavily to the later contraction.*" 
The burden of fixed interest and amortization charges obviously grows 
in the presence of a declining price level. This increasing burden 
produces a sequence of wholesale liquidation and distress selling of 
securities, “real” assets, as well as commodities in an effort both to 
relieve some of the debt burden by reducing at least part of the debt 

Robbins, The Great Depression (London, The Macmillan Company, 
1934), p. 55. 

See his article Debt-Deflation Theory of Great Depressions,” 

Econometrica, I (October, 1933), pp. 337-357. 
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and, in the case of distress selling, to lay hands on badly needed cash. 
The desire for liquidity dominates. But the combination of such fac¬ 
tors as distress selling, the sale of long-term securities, the hurried 
repavment of bank debt under the increasing pressure ol fixed inter¬ 
est charges, all results in a more intense fall in the general price level, 
with the result that the burden of fixed charges is greater th^m e\ (T. 
The liejuidation ol debt and distress selling can nt'xcr keep pace with 
the decline in prices, the intensity ol which th(‘v theinseKes aie 
largely responsible. As the burden of fixed dt'bl gnm s hea^ ier, the 
pre.ssure toward increased liquidity, debt licpiidation, and distress 
selling increases, and the re.sulting contraction ol bank credit ]diis 
the building uji of cash safety margins leads to a still fuither decline 
in monetary demand and prices. Thus the downswing is accentuated 
bv the deflationary forces created bv the \vid('spread existence ol 
fixed debt. 


CRITICAL EVALUATION 

Critici.sin of the monetary overinvestment school should take 
place within a dual scheme. One should evaluate the theory within 
the framework of its own assumptions, and also examine the assump¬ 
tions themselves. We shall proceed with the latter approach first. 

Underlying the entire analysis of the Austrian School is the 
fundamental assumption of full employment. All the writers start 
their discussion from the equilibrium position of full employment. 
Although they do not explicitly deal witli the problem, there is no 
reason to infer that they mean the condition of full employment to 
prevail throuf^hout all phases of the cycle. If this be so, their 
analysis cannot claim to explain the entire cycle, for its assumptions 
make it applicable only during that part of the cycle which is char¬ 
acterized by relatively full employment. 

Blit it is possible, and undoubtedly much more realistic, to start 
from a condition of underemployment of resources. In such a case, 
the effects of expanding bank credit may be very different from 
those postulated by the Austrian School. 

Expansion from Full Employment 

The concept of “forced saving,” which is the heart of the Austrian 
analysis, has proceeded on the premise that consumption must be 
curtailed if businessmen are to expand investment. This condition 
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is necessary in order that factors of production already fully em¬ 
ployed may be diverted to the capital goods industries. Such a 
diversion can be accomplished only by bidding up factor prices so 
as to lure the factors away from the consumer goods industries. 
Prices are thereby forced up, the propensity to consume is forced 
down, and involuntary saving results. 

Expansion from Less than Full Employment 

Suppose, however, that widespread unemployment prevails at 
the time banks extend credit to businessmen. In such a case, the 
expansion of capital goods production is perfectly feasible without 
curtailing consumer goods production. All that is necessary is the 
employment by the investment goods industries of the unutilized 
resources. In fact, under the postulated conditions, it is possible to 
expand simultan(*ously both capital and consumer goods production. 
With widespread unemployment prevailing at tlu* outset, factor 
prices need not be bid up in order to attract resources into the 
capital goods industries, for the unemployed would undoubtedly 
be willing to work at going rates. If factor prices do not rise, con¬ 
sumer goods prices are unlikely to do so, and forced saving cannot 
lake place. Eventually conditions of full employment may prevail, 
at which stage the Austrian analysis would become applicable. 

For similar reasons, the thesis that forced saving results also 
from a redistribution of purchasing power from fixed income groups 
(with fairly high propensities to consume) to entrepreneurs (with 
low propensities to consume) does not hold in periods of partial 
employment. Giving the latter group additional purchasing power 
(via expanded bank credit) need not occur at the expense of the 
remainder of the community; die entrepreneurial group is enabled 
by the prevalence of unemployed resources to bring about a rise 
in the volume of production. 

The assumption of full employment sharply limits the usefulness 
of the monetary overinvestment analysis, but this is not its only 
source of weakness. Its other weaknesses, however, must be ex¬ 
amined within the logical framework of the assumptions, themselves. 
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The True Nature of Forced Saving 

As Professor Hansen observes/^ forced saving in itself is not a 
malignant factor. The danger is that an uneven rate of forced 
saving tends to result in fluctuations in capital goods production. 
A steady rate of capital formation, stimulated by an even rate of 
forced sa\ing probably would not lead to significant fluctuations in 
production. 

On the other liand, a varying rate of voluntarij saxing would 
cause hannful fluctuations in tlie capital goods industries. For 
example, exen iJ a certain amount of capital goods production were 
brought to completion (because of sufficient forced or x’oluntary 
saving), a violent fluctuation in capital formation might occur as a 
result of a sharp decline in investment during llu‘ period of change 
from net inxcstinent to replacement demand. “It is not forced 
saxing as such, but its irregularity,” derixing from fluctuations in 
the x’olume of bank credit, which is a basic factor in the ups and 
downs of business activity. 

Some Qualifications Comerning Bank (Credit 

Care should also be taken in di.scussing credit creation by the 
banking system, for not all such creation is necessarilv inflationary. 
There is undoubtedly a secular rise in the credit-creating capacity 
of the banking system which is in accord xvith the general technical 
development of the economy. This rise is indeed necessary for 
the real growth of the economy. In a progressixe economy, the 
dynamic factors of growth—population increase, technological prog¬ 
ress, capital accumulation, etc.—lead to a continuing rise in the 
level of output. Under these circumstances, an expansion of credit 
will not necessarily result in price rises. It is necessary to make 
explicit assumptions about the rates of groxvth of the different 
dynamic factors. Under certain assumptions, a given rate of 
groxvth of credit-creating capacity relative to that of output may 
be just sufficient to allow the economy to move along on a fairly 
even keel. Under other assumptions, the same rate of credit cx- 

A. JI. Hansen, Full Recovery of Stagnation? (New York, W. W. Norton 
& Company, 1938), pp. 69-72. 
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pansinn may exceed the rate of output and hence exert an upward 
pressure on prices. Too slow a rate of capital accumulation or 
population growth, for example, might bring about such a situation. 

There is also no a priori reason why the expansion of credit can¬ 
not continue long enough to allow many of the new processes to be 
brought to completion. If this turns out to be the case, the increased 
consumption (which is the aftermath of forced saving) need not 
occasion real concern, let alone engender a crisis. A crisis could 
be precipitated in these circumstances only under the assumption 
that the increased consumption (rise in propensity to consume) 
leads to attempts to begin new investment projects, but, as the 
Austrians note, with an assumed inelastic credit supply at the top of 
a cycle, the increased demand for investment funds would result 
primarily in a higher level of interest rates. Under the assumption 
posited here, i.r., that some processes are completed. hightT interest 
rates may act as a deterrent to new investment, but should not cause 
a collaps(‘ in coinjileted projects. Thus statements that upward 
shifts in the consumption function may lead to crises make sense 
only when it is assumed that the new proce^sses are not brought to 
completion.^* 

Horizontal x>s. Virtual Maladjustments 

The type of maladjustment described by the monetary over¬ 
investment theorists may properly be called a vertical type of mal¬ 
adjustment. By a vertical maladjustment is meant an overexpansion 
of industry in one stage of production relative to the state of ex¬ 
pansion in another stage, higher or lower in the sense of being 
farther removed or closer to the final consumer goods stage. Thus 
it is the thesis of the overinvestment school that, given the volun- 

As Professor Haberler observes (Pros))erity and Depressiotu p. 47) cure 
should be taken to avoid mi&coii.struing the meaning of the term completed 
(or ill term jited) processes. Failure (o complete a process does not mean 
simply that some construction project, .such as new plants or lailroad expan¬ 
sion, is interrupted in the middle. “A much more important case is whert* 
a higher stage of production has been so much developed that it can work 
with full capacity only if the lower stages are adding to their equipment." 
Thus if an industry producing capital equipment expands to meet the needs 
of an expanding consumer gcKids industry, and the latter stops growing (with¬ 
out necessarily contracting), the former may suffer a .sharp contraction simply 
because the latter no lunger needs additional equipment. 
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tarij decisions of consumers between spending and saving, the 
capital goods industries are overexpanded relative to the consiimei 
goods industries. That is to say, inv(*stinent is taking place faster 
than the rate to which consumers are willing to accede, as indicated 
by their willingness to forego, voluntarily, consumption, to sa\'e. 

In a sort of contradistinction to vertical tvpes of maladjustment 
may be posed the horizonlal type of maladjustment. Horizontal 
maladjustments refer to overexpansion of particular branches of in¬ 
dustry relative to others in the same stage of production. Thus we 
may have an overproduction of automobiles or radios, or mens 
clothing, or plate steel, or raw copper, etc. Horizontal maladjust¬ 
ments thus imply misinterpretation on the part ol producers of the 
distribution of consumer expenditures among the various c*onsuiner 
goods or a misinterpretation oi the demand of other producers for 
various inputs. Often such overproduction can be ascribed to 
ignorance on the part of each of the producers in the ovtTexpanded 
industry of the extent of expansion by each of his competitors. 

Now, as Professor Haberler points out,'"^ very often what the 
Austrians call a vertical maladjustment may in reality be a horizontal 
maladjustment, of sufficient magnitude to evoke the same conse¬ 
quences as a vertical maladjustment of the type envisaged by the 
Austrians. For example, overinvestment in railroads or automobiles 
may arise simply because demand shifts to other outlets of t'xpendi- 
ture deemed more important. If the steel industry had undergone 
a wholesale expansion to meet the anticipated demand for sale 
emanating from those two industries, the decline in the demand for 
automobiles and rail shipment could well result in a wholesale con¬ 
traction in the steel industry. This would be the case if the shift¬ 
ing demand moved into channels which use far less steel than the 
automobile and railroad industries. 

At the same time, however, this maladjustment was brought 
about not by the reactions of consumers to b(‘ing forced to save 
(forego consumption) again.5t their will, but merely resulted from 
a shift of demand from one product to another when the former had 
been more or less satisfied relative to other wants. Of course, in 
both types of maladjustment it is necessary to posit reasons why the 

“/W., pp. 112-113. 
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breakdown in one sector of the economy spreads, and sets in mo¬ 
tion a curniilati\'e downward movement of contraction. Presumably, 
the analysis of such a contraction would be much the same in both 
cases: the ramifications of the contractions in the particular in¬ 
dustries affected must Ije widespread, and the economy must have 
reached a certain stage in the upswing where it is incapable of with¬ 
standing a shock of the type envisioned in this discussion. In prac¬ 
tice, it undoubtedly is extremely difficult to discern whether a crisis 
has been engender(*d bv a vertical or horizontal maladjustment, for 
if the latter is significant enough it is clear that it is virtually in¬ 
distinguishable from th(* vertical type of maladjustment. 

Summary 

The foregoing criticism of the Austrian school should not be 
taken as a denial of all validity to their theoru‘s. Rather they should 
be construed as qualifications necessary to give rigor to their 
analyses. These* theories correctly emphasize the maladjustments 
and distortions in the productive process which occur during the 
course of many business cycle upswings. Furthermore, they empha¬ 
size the relation of tlie elastic credit system to the productiv^e proc¬ 
esses and to the maladjustments of the latter. While forced saving 
may not always characterize e\ery upswing, there are no doubt 
periods when it does occur and (if subject to considerable variation 
in rate) probably exerts important influences on production proc¬ 
esses and business activity. 

Moreovc‘r, much validity is imputable to their theories on the 
grounds that, assuming a relatively inelastic credit supply at the 
peak of a cycle, there is a lack of mobility of the factors of produc¬ 
tion. Hence a violent shift in production (from one commodity to 
another) may cause fluctuations in production. When factor im¬ 
mobility is tak(*u into account, shifts in demand (especially among 
industries employing large numbers of workers and providing 
market outlets for other industries) may be seen as a source of cycli¬ 
cal fluctuations. That is to say, a period of depression might be in¬ 
itiated during the period of readjustment in the productive forces, 
while expanding industries are gradually coming to employ the re¬ 
sources released (suddenly, perliaps) by contracting industries. 
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THE NONMONETARY OVERINVESTMENT THEORY 
OF THE BUSINESS CYCLE 

The nonmonetary theory of the trade cycle has been most 
clearly developed in the writings of Spiethoff and Cassel."* The 
theories of these writers differ from those of the Austrian School 
mainly in that they are phrased in nonmonetary terms, i.e., their 
primary stress is on the processes of production. Money and the 
credit systems are relegated to subordinate and very passive roles. 
Nevertheless, it is clear that the elasticity of money and credit is 
implicit in their ideas and is really an integral part of their analyses. 
Their comments would make little sense if this were not so. For 
this reason, our analysis of their theories will be rather brief, inas¬ 
much as we have already examined in some detail the explanations 
of the Austrian School, to whose thoughts those of Spiethoff and 
Cassel bear a startling resemblance if the latter are properly in¬ 
terpreted. 

Unlike the Anslrians, the theories of Spiethoff and Cas.sel begin 
wifli m perM' o£, widespread depression, characterized by general 
unempknyment of resources, low interest rates, low wages, large ac¬ 
cumulations of idle cash balances, etc. Revival commences as a 
result of such stimuli as new inventions, the discovery of new 
markets, new, cost reducing methods of production—anything, in 
other words, which exerts a stimulating influence on the marginal 
efficiency of capital.Cassel also strongly emphasizes the im- 

Cf. A. Spiethoff, “Kri.scn," Handimrterhuch des Stadtsu men.schaften, 
4lh ed., VI (June, 1925), and "Uberproduktion,” Jahrbuch fur Grttetzfiehunff 
(1902). Unfortunately, no English translation of Spicthoff's works exists but 
an excellent summary of his ideas is to be found in A. Schweitzer, “Spiethoff’s 
Theory of the Business Cycle,” University of Wijominf' Publications, VIII, 
No. 1 (April, 1940), pp. 1-30. Cassels id(‘as, while closely similar to Spiet- 
hoff\s, do emphasize .slightly different factors, mainly the role of the interest 
rate. See G. Cas.sel, Theory of Social Economy (New York, llareourt, Brace 
and Company, Inc., 1924), Book 4. 

Like Prolessor Schumpeter, who is discussed in the follow'ing chapter, 
both Cassel and Spiethoff firmly believe that those fluctuations in national 
income which we call the major business cycle were the inevitable product 
of the growth of an expanding economy. Economic progress, tliey' feel, comes 
in great discontinuous spurts, and the discovery of great new production tech¬ 
niques, the opening of new territories and markets, the development of new 
products, etc.; all part of economic progress, gives rise to the giant bcKims of 
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portance of reductions in interest rates consequent upon the ac¬ 
cumulation, during the course of depressions, of large, uninvested 
balances of loanable binds. As we have seen, the combined effects 
of a fall in the level of interest rates and a sharp rise in tht* marginal 
efficiency of capital an* bound to evoke large increases in the de¬ 
mand for new in\'estment. 

The IJpsiviiig and Crisis 

Both writers implicitly and explicitly admit that the upswing, 
as they envision it must be accompanied by dishoarding of idle cash 
balances and, later on, by expansion of bank credit. During the 
earlier pari of the upswing, when unemployment is prevalent 
throughout the economy, this is a perfectly correct situation. For in 
such times, the unemployed resources will be mobilized to provide 
increased production. But once full t'mployment is reached, con¬ 
tinued dishoarding and, more particularly, continued credit creation 
will result in inflation. Because wages lag behind rising prices, 
profits also sliool up. 

Profits, howe^er, are tfii* sources of increasing savings, which, 
in turn, are the basis of the demand for investment goods.*” As 
long as prices (and credit creation) increase faster than wages, 
profits (and therefore, saWngs and inflationary sources of loanabk^ 
funds) will continue to prox ide the funds for the purchase of invest¬ 
ment goods. As in the case of the monetary overinvestment theories, 
the di.scussion of the wage lag implies a forced de*cline in the com¬ 
munity’s real propensity to consume, so that at various lex els of real 
national income, an increased volume of savings is lortlicoming. 
This is a crucial point in the nonmonetary approach also. 

During the course of the upswing, however, wages begin to 


the major cycle. True the ensuing boom engenders certain inisallocations 
in the distribution of resources, which rveiitually lead to the breakdown and 
dcpre.ssion. But the boom is dependent on the appearance of some great irew 
form of advance in one of the factors of economic growth. Without them, 
business cycles would gradually disappear, and economies would settle down 
to a form of the well-known Stationary State. 

Although these writers do not explicitly say so, we may interpolate to 
the extent of saying that investment fimds deriving from credit creation also 
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catch up with prices; savings, therefore, decrease. As we did earlier, 
we may also add that the banking system begins to reach the limit 
of its reserve requirements, with the result that credit creation is 
greatly diminished. Hence, the two main sources of the demand 
for capital goods dry up. The demand for investment goods falls, 
and a condition of (n'erin\estinent, i.e., overproduction of capital 
goods, prevails. This situation is further aggra\ated by the con¬ 
tinued technical completion of inve.stment goods production begun 
before the decline sets in. 

The Precise Meaning of Overinvestment 

It is necessary for us to examine the nature of this overinvest¬ 
ment, particularly as viewed by Spietho/f. To utilize the over¬ 
produced capital goods, it is necessary that additional capital goods 
of an intermediate character be produced. There is a complimen¬ 
tary nature about the various categories of goods produced, from 
heavy plant and equipment down through interm(*diate (circulat¬ 
ing) capital goods to the final stages of consumer goods produc¬ 
tion. In order to utilize goods of a higher order, say, heavy ecpiip- 
meiit, sufficient quantities of those of a lower order, say, raw ma¬ 
terials, mu5|t be produced. 

In the theory we arc examining, it is asserted that during the 
course of the upswing, a shortage of intermediate capital goods 
develops. This shortage stems from the dearth of investment funds, 
the basis of the demand for these goods. With wages catching up 
to prices, consumption expands, as the propensity to consume rises 
toward its former level. Increased eonsuinption at \arioiis levels of 
income means that the level of savings is down. Since credit crea¬ 
tion has also ceased, the two major sources of investment funds are 
gone.^'* The resulting deficiency in the demand for inv'cstment 
goods makes the production of intermediate capital goods unprofit¬ 
able. Hence these goods are not produced in sufficient quantity, 

Professor Cassel also emphasizes the extreme importance of the sharp 
rise in interest rates which accompanies the drying np of the supply of in¬ 
vestment funds. Such a rise causes u sharp reduction in the capital ^'ahle.s 
of anticipated investments (via the discounting process) and thus accentuates 
the decline in the demand for the complementary iiivp.strneiit goods. Cf. Cassel, 
op. cit.. Chap. XVII. 
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and the capital goods of higher orders already produced cannot be 
utilized. 

It is in the sense described in the' preceding paragraph that ov'er- 
investmc’iit is conceived in tlie nonmonetary theory. It is a dearth 
of eoniplementary goods that is the essence of this condition. In¬ 
vestment goods production, in all the necessary stages, is not carried 
to the point where their end goal mav be achieved, i.e., the pro¬ 
duction of consumer good.s. Wliv? Because the production proc¬ 
esses were begun, in large part, by forcing down the community’s 
propensity to consume. As soon as the money income of consumers, 
particularly labor, increases, they will attempt to regain their former 
lesels of consumption. The deficiency in the quantity of savings is, 
surprising as this may seem, the aftereffect of a scarcity in the 
quantity of consumer goods (production of which was not in- 
crc'ased in proportion with the expanding volume of capital goods).'*' 
Presumably, if the rate of saving were maintained, complementary 
goods would be produced, and the production processes could then 
prcK'eed in an orderly fashion to their final ol)jective—the produc¬ 
tion of consumer goods. 

It may be asked why enterprises continue to make the same mis¬ 
takes, cycle after cycle. The answer, according to these writers, 
lies in the extreme roundaboutiiess, and hence time-consuming 
nature, of modern methods of production. Because of their time- 
consuming character, modern production processes may be started 
in the midst of a vigorous boom (when investment demand is high) 
and brought to conclusion in the midst of a slump (characterized 
by a low lexel of investment demand). In spite of the fall in de¬ 
mand for capital goods, these production processes must, for techni¬ 
cal reasons, be completed in order to avoid the total loss of funds 
already invested. Price movements which might ordinarily be 
expected to curtail furtlier production are totally ineffective. For 

reader shduld now recognize the essential similarity between the 
monetary and noiiiiionetary approaches. Both theories ascribe the business 
cycle to the serious distortions and maladjustments that arise during the 
course of the cycle. The cswiic'e of these maladjustments lies in the dispro- 
p()rtionate rates of growth of the capital and consumer goods industries 
during the course of the upswing. There is a persistent tendency for tlie 
former to expand at the expense of the latter. 
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the altemati^'e would be incomplete in\estment projects totally 
devoid of value on the market The resultant losses from this 
alternative would be much greater than those accruing fn)m the 
completion of the investment projects, o en in the lace of shrunken 
demand. 

CRITIC4L EVALUATION 

Little need be said in the way of critical analysis, for all that 
was said in connection with the monetary o\ erin\ estment approac li 
applies in this case, too. In spite ol their eflorts to stat(* their ide.is 
in nonmonetary terms, the authors of the loregoing theory ha\ o not 
been able to escape certain assumptions which must be made if 
their explanations are to hold water. It is evident that the much- 
emphasized expansion of profits, the real source of saN'iiigs, resulting 
from rising prices, could not come about in the absence of an ex¬ 
pansion of bank credit. If such an expansion did not occur, the* 
increased demand for investment goods (deriving Iroin profits and 
savings) would be cojnpensated by a fall in the demand for and 
prices of consumer goods. But it is the rise in prices of consumption 
goods (faster than money inc'Oines) which causes the forced d(*- 
cline in the community’s real consumption function. And it is this 
forced curtailment in consumption which is ultimately responsible 
for the dearth of savings once wages begin to catch up with prices. 
In short an increased demand for capital goods can take place with¬ 
out a compensating fall in consumer goods prices only if bank credit 
is created. 

If it were argued that savings m^ght emanate from a voluntary 
rise in the propensity to save, the nonmonetary theory would make 
even less sense. For the writers explicitly assert that the distortions 
in the production processes arise because the alloc'ation of factors 
of production is not in accord with the flow of money. If saving was 
voluntary, the “shortage” of consumer goods, responsible tor the ulti¬ 
mate dearth of savings, would be meaningless. Any mention of the 
consumer’s eflorts to recover former levels of consumption clearly 
implies that the reduction in consumption was involuntary (forced 
saving) in the first place. 
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HAYEK’S RICARDO EFFECT 


It will 1)(* recalled that llavek was the principal exponent of the 
Austrian School’s overinvestment theory of the business cycle. This 
theory asserts that the break (or upper turning point) in prosperities 
originates in the distortion of production that develops during the 
upswing. As a result of the expansion of bank credit, people are 
lorced to sa\e against their wills, so that the investment that takes 
place is unwarranted, too much, that is, relative to the desires of the 
consuming public. In effect, there is overinvestment. 

Sometime during the latter part of the thirties, Professor Hayek’s 
ideas seem to ha\e undergone a somewhat radical transformation, 
for no\v, instead of believing that the collapse of prosperities is due 
to overinvestment, which manifests itself in the form of a capital 
shortage—a dearth of savings—Hayek maintains that the breakdown 
is due to underinvestment. The one link with the past appears to 
be a belief that (wen the newly posited underim estment situation 
is founded on a shortage of savings."^ 

The essence of the new position lies in what Hayek refers to as 
the “Ricardo effect.” Ricardo expounded the thesis that the ratio of 

The following summary of Hayek's ideas is based on an essay in his 
ProfitSy Inteicsly and Investment (London, George Routledge k Sons, Ltd., 
J939), Essay I, pp. 3-73, and on an article and “reply" that conslitiited 
Hayek’s contribution to the fiunous “concertina” controversy. Mr. Kaldor, who 
engaged in tliis controversy with Professor Jfayek, chided Hayek on his new 
stand, as'eriiiig that Hayek was vSo intent on getting in an expansion and 
contraction of iiiN'cstment somewhere that it seemed to matter not which end 
of the cycle they came, ju.st so the expansion and contraction occurred—like 
a concertina, said Kaldor. Tlie latter appropriately entitled his contribution to 
the controversy “Professor Hayek and Ae Concertina Effect.” On this contro¬ 
versy, see the articles by Hayek and Kaldor, in Economica, IX, Nos. 34 and 36 
(new series, 1942). 
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capital to labor employed by business varied directly with real 
wages. Thus if prices rise and money wages lag belund, this means 
that real wages are falling, and enterprisers will substitute labor for 
capital in their producti\’e processes. That is, they will “shorten ” 
their methods of production, make them less roundabout, use less 
capital per unit of output and more labor. Coin ersely, if real wages 
rise, there will be a strong tendency to substitute capital for labor, 
that is, employ more roundabout production techni(jiu\s, use more 
capital per unit of output.'" 

In illustration of the Ricardo eHcct, Professor JIa\ck develops 
the following example: A.ssume a firm has at its disposal two alterna- 
tive methods of production, each yielding a ft per cent (expected) 
rate of profit per annum (i.e., the marginal efficiency ot capital of 
each is 6 per cent). The first of the production methods occupies 
one year to complete the manufacture of the commodity. The* 
second consumes two years in the manufacture of the* commodity. 
In order that they both yield a 6 per cent annual rate of r(*turn, 
the rate of return on the second process must be 12 per cent for two 
years. Now assume all costs remain the same, and a 2 per cent gen¬ 
eral rise in prices of consumer goods comes about (presumably, 
under the pressure of the expanding supply ol bank crc'dit in the 
course of the upswing). Since costs have remained unchanged, 
the 2 per cent rise in prices raises the rate of profit on both methods, 
but the rise is greater for the “shorter” one, that is, the one using 
/ess capital per unit of output. For the rate of profit (marginal 
efficiency of capital) on the first (one year) process is now 8 per 
cent, and on the second process it is 14 per cent, or 8 per cent and 
7 per cent per annum respectively. The rise in consumer goods 
prices has obviously made the less capital-using me*thod more 
profitable. This is what is meant by the statement that the fall in 
real wages (the result of rising consumer good prices and constant 
or lagging money wages) will cause producers to shift to less round¬ 
about production methods, to shorten them. 

But what has all this to do with business cycles and depressions? 

The substance of the so-called “Ricardo effect" is to be found in David 
Ricardo’s TJie Principles of Political Economy and Taxation (Everyman’s 
Library), Chapter I, Sec. V, pp. 24-27. 
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The answer is that the shift to less capital-using methods (per unit 
of output) is equivalent, for Ilayck, to a decline* in the rate of in¬ 
vestment, and a decline in the rate of investment is synonymous with 
depressif)!!. Thus we have the situation that instead of a rise in 
the rate in interest rates being essentially responsible for the down¬ 
turn, it is a rise in the marginal efficiency of capital which brings 
alK)nt the lm‘ak in prosperity. Both are the product, however, of 
the inen'ased e\pt‘nditures emanating from consumers, ^^'ho are in 
receipt of greater ineoines resulting from the e\pansion of the money 
supply.-■ The rise in the marginal efficienev of capital causes pro- 
dneers to abandon anv ideas of expanding investment and using 
more capital goods in production. Instead, in their anxiety to take 
(juiek advantage ot the e\p(‘cted high rates ol profit, they switch 
to the “shorter” (less capital-using) methods of production in order 
to get an increase in the supply ol consumer goods onto the market 
as soon as possible. 

Of course, it follows that a rise in real wages will induce the 
opposite cflect: a lengthening of the methods of production, that 
is, the employment of more capital per unit of output. It is this 
sequence of events that explains the period of rev ival and upswing. 
Wages have a tendency to lag behind the fall in prices that char¬ 
acterize deflations and depressions. As consumer goods pricc\s 
continue to fall, the marginal efficiency of capital will also fall, but 
it will tend to fall most in those methods of production that utilize 
the least capital. Thus in the illustration given above, a fall in 
prices of 2 per cent would, costs remaining unchanged, reduce the* 
anticipated rate of return per annum to 4 per cent on the shorter 
method while reducing the profit rate on the longer method only to 
5 per cent per annum. This would induce producers to shift to the 
latter type methods, with the result that the demand for inv estment, 
loanable funds, etc., would rise, and carry the national income and 
employment up with it. 

“”Tlirie is one important difference between IIayek*s new and old argu¬ 
ments. The increased consumer expenditures are not made the result of pre¬ 
vious forced saving, but are merely the result of greater consumption incomes. 
I'hus Hayek indicates, implicitly and explicitly, his belief that the upswing 
can begin in a period of unemployment, in which case forced saving is ruled 
out. 
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CRITICAL REMARKS 

If we have anything strange in the foregoing discussion, it is the 
Assertion, in effect, that a rise in the marginal efficiency of capital, 
with either a stable or a lagged and smaller rise in the rate of in¬ 
terest, results in a fall in investment and thus depression. Yet this 
point of view is not wholly without import. Jl depends for its 
validity on a set of assumptions which in certain circumstances, 
namely, those of inflationary full employment, make a great deal of 
sense.-"* 

Under certain conditions, we might, for the sake of argument, 
concede Professor Ha) ek's point and grant that the ratio of capital 
to labor is reduced under the pressure of a rising marginal efficiency 
of capital. At the same time we could deny that such a tendency 
need necessarily entail a decline in agfire^ate iinestment. We are 
entitled to e.vpect a high marginal efficiency to induce business firms 
to expand the scale of their existing capacity. This means that they 
will add to existing plant and equipment, even if lh(*se new facilities 
required less capital per unit of output."’ With a high marginal 
efficiency of capital, as posited by Hayek, the stimulus to expand 
facilitic'S might easily be great enough to offset the de^cline in de¬ 
mand for investment stemming from the smaller ratio of capital to 
labor, leaving total investment unchanged or possibly higher. 

There are certain conditions, however, which must prevail if 
this jwssibility is to be at all capable of realization. First, the supply 
of loanable funds must be sufficiently elastic to furnish business 
firms with investment capital at terms compatible with the going 
marginal efficiency of capital. If such is not the case, then it is 
clear that the expansion of scale may be effectively blocked, so that 
the decline in capital intensity (the ratio of capital to labor) may 
exert a net deflationary influence on investment and national income. 

-■* These two assiijiiptioiis have been iiieiitioned earlier in this chapter. 
Sec footnote 10 above. 

-'’'The reader should keep separate in his mind the concepts of scale 
and the ratio of capital to labor, called by Mr. Kaldor capital intensittj. Scale 
simply refers to capacity or amount of plant and equipment, apart from the 
ratio of capital to labor (capital intensity). Thus it is p)ssible to increase or 
decrea.se tne scale of production with or withemt a change in the capital 
intensity, and vice versa. 
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Even if the supply of bank credit, etc., is elastic, however, this may 
not be enough. It is necessary also that the supply of other factors 
of production be fairly elastic. This is particularly true of the 
supply of labor. An inability to get additional labor to “work” the 
new plant and e<:(uipment is just as strong a deterrent to new invest¬ 
ment as an inelastic supply of bank creeb’t. If there is a tendency to 
r(*duc(‘ capital intensity, in addition, the shortage of labor will be 
magnified.-'’ 

These conditions are a ^'ery real possibility. The time when they 
are most likely to be rcalizc'd, ol course, is in timt‘s of comparatively 
full emploMiient, when bottlent'cks (shortages; begin to makc‘ 
thenis('l\ <‘s felt. Underlying Professor Ila\t*k\ whole thesis is the 
assumption (rec'ognize'd in his coiitroversv with Mr. Kaldor) that 
the supply cll^^es of both labor and capital ha\e become suffieienth' 
inelastic to stop the expansion of scale necessary to offset the* decline 
in capital intensitv. If we grant this assumption, we are more or 
less compelled to grant his conclusions.'' Hut before wc do this, 
we must b(‘ certain that the decline in capital intensit)^ is the in- 
ev^ituble outcome of the rise in the marginal efficiency of capital in 
the first place. 

There are many grounds, both theoretical and empirical, for 
seriously doubting the importance of the shilt to smaller ratios of 
capital to labor in the techniques of production. One of the ob¬ 
jections, unfortunately, would take us too far afield, into a branch 
of (Economic theory, capital theory, which is quite outside the scope 
of this book.'" We shall, therefore, restrict our discaissiou to points 


“''These points are not new, having been pointed out b\ many writers, 
including Messrs. Hansen and Tout in their article eited earhei; Kaldor in his 
article “Capital Intensity and the Trade CJycle,” Eiouomicuy VI (Now series, 
Febniar\’, 1939). pp. 40-66; and Habcrler, op. cjl., pp. 367-370. 

But, as Profes.sor Haberler has remarked ( op. cif., p. 488), it is to be ob- 
sers-ed that wv base admitted the possibihri* of an increase in scale's being 
forestalled not by the rise in tht‘ profit rate, as Hayek maintams, but by the 
inelastic .supph' of resources necessary to accomplish this. 

Ill the final analysis much of the discussion of Hayck’s theory turns on 
the answer to the most important problem in the field of capital theor^^ Since 
a knowledge of this problem reejuires a thoifiugh understanding of tliis \'er\' 
specialized branch of tlieory, we will not dwell much on it. Briefly, the prob¬ 
lem is whether entrepreneurs should, in making iinestment decisions, sec*k to 
maximize what is called the internal rate of rehini on an investment or seet 
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which are slightly on the empirical side. First, we might cpicstion 
the example that Hayek uses in developing his theory. The average 
capital intensity of most productive methods is much greater than 
tliosc \'alues assumed by Hayek. The length of production tech¬ 
niques probably approximates more closely periods of three to five 
years. If we assume such figures as these, instead of the shorter 
ones of Professor Hayek, it is apparent that the 2 per cent rise in 
prices indicated raises profit rates almost insignificantly.-'' In the 
example given earlier, if we assume three*- and five-vear instead of 
one- and two-year production methods, the 2 per cent rise in prices 
would now raise the annual rate of pn)fil from 6 per cent only to 
6.8 per cent and 6.5 per cent respecth elv. 

In reply, it might be argued that we can assume a rise in prices 
much higher than 2 per cent. But it must also be remembered that 
it is not the rise in product prices alone that is important, but their 
rise relative to the prices of inputs. Prices of the latter are lik(*ly to 
rise, too, thus offsetting much of the rises in product pric'cs. This 
is true also of ua^cs. particularly in periods of strong trade unions. 
Even if wages do lag somewhat behind rising prices, the knowledge 
that trade unions are sooner or later going to bring pressure to raise 

t(i muxiinize tlic diftert-iicc between discruinted revenues and costs. Hayek, 
having been trained by Bolini-Bawerk, who strongly advocated the fonner, 
argues for maxinii/ation ot tlie internal rate of return. Most ccoiionii.sts out¬ 
side the Austrian School advocate the latter, although not alwav.s aware of 
thi.s. If one argues on the ba.sis of the latter, as Mr. Kaldor does in his con¬ 
troversy with Hayek, llayek’s arguments can be cjuickly demolishetl, for it 
can be shown, on this basis, that a general change in product prices and real 
wages will not aftcct iit all the ratio ol c.ipital to hilxir. II, howcv'cr, one 
argues for inaAiiTii/ing the internal rate of return, as Hayek does, then most 
of his argument will st.uid the test of general theory. The one point that 
might still considerablv' weaki'ii it is his implicit assumption of a continuous 
.series of alternative production func'tions, that is, teclniicpics of production. 
What empirical evidence exists points toward the opposite assumption, tliat of 
fairly fixed technical ctjcfficients, especially in the short run. The business 
cycle is essentially a short-nm problem and certainly Hayek treats it ns such. 
Fixed technical coefficients of production in the short nm would reduce to a 
minimum whatever inducement still existed for businessmen to shift to less 
capital-using production techniques in the face of rising product prices and 
falling real wages. 

See Haberler, op. cit., pp. 489—490. In Hayek*s original e.xample, which 
we have shortened, he assumes production processes t(» occupy as little as one 
and three months. As a result, he gets increases in profits of 25 per cent and 
8 per cent re.spectively from the 2 per cent price rise. 
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them may well act as a strong deterrent to a reduction in capital 
intensity. Pr()diicti()n techniques are, after all, not so easily altered 
once a firm commits itself to one, and the knowledge that wages will 
soon catch up to rising prices, thus making the ad\antagc of more- 
labor—h\ss-capital-iising methods very temporary, may easily be 
sufficient to keep present capital-lalKjr ratios unchanged. 

Along these same lines of thought, it is appan^it that Professor 
Hayek assumes a degree of continuity in alteriiatiye production 
functions (techniejues of production) which is yery unrealistic. 
K\'cn if feasible altcrnati\e production methods do exist, these 
alteniati\es might be much too discontinuous (i.c., haye too wide a 
gap betwc'cn them) for ordinary (reasonably expected) changes in 
the relatiNc prices of capital and labor to take effect. This point 
has been mentioned earlier in another connection, together with 
references to a famous study made which bears out the idea of rather 
fixed technical coefficients of production, that is, rigid (or dis- 
('ontinuous) techniques of production.’*^' 

Finally, it is unrealistic to assume that entrepreneurs will 
abandon curnmt investment programs in order to switch suddenly 
to less capital-using production methods, Sudden and complete 
abandonment of current investment projects vv^ould emtail the total 
loss of capital funds already sunk into these projects. Such losses 
are v(Ty likely to outweigh completely whatever profit advantage 
(if any) may accrue from switching to less capital intensive tech¬ 
niques of production. There is thus good reason, both of a theoreti¬ 
cal and an empirical variety, for doubting Professor Hayek's asser¬ 
tion that a rise (fall) in real wages will increase (decrease) the 
ratio of capital to labor in production methods. If to this vv'e add 
the possibility of expansions in scale taking place to offset vvhatev'er 
fall in capital intensity may occur at the top of a cycle, we must 
treat Hayek’s hypothesis as one in need of c(msiderable strengthen¬ 
ing, to say the least. 
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CHAPTER 7 

SCHUMPETER’S THEORY OF THE BUSINESS CYCLE 


INTRODUCTION 

Schumpeter’s theory of the business cycle could be called the 
“innovations theory” of business cycles/ Cycles are the inevitable 
outgrowth ol economic progress in a capitalist society. The business 
cycle is a fluctuation inherent in the f^conoiiiic processes of industrial 
change. “If there be a purely c^conomic cycle at all. it can only come 
from the way in which new things are, in the institutional conditions 
of capitalist societv, inserted inti) the economic process and absorbed 
by it.” ^ 

In the absence of innovations, capitalistic economies would 
gradually settle down to an eejuilibrium aptly described by Schum¬ 
peter as a “circular flow” economy. A circular flow economy (often 
referred to as the Stationary State) would be one in w'hich the 
population was ju.st reproducing itself, changing neither in size nor 
age distribution; tastes remain unchanged, as do the tecliniques of 


This theory is a type of ovfriuvestmcut theor\', but not in the same 
scMisc as those* tlietirir.s whicli ha\c bren discussed in iht* preceding ehaptor. 
It involves no capital shortage; no dearth of sa\'ings, that is, is resmnisible for 
the brt'iik in the period of the cycle called by os eriin estinent schools the ensis. 
Nevertheless, it is a th(*ory of fluctuations in mvesfmcni, admittedly the more 
volatile of the deterniiiiants of national income. In addition, uhile admitting 
the importance of an elastic banking sy.stem to his thesis, Schumpeter explicitly 
denies that his is a monetary theory of the business cycle, in the sense that 
the business cycle is purelv a monetaiy' phenomenon, and that if certain char¬ 
acteristics of the monetary system could be corrected, the cycle would dis¬ 
appear. 

A. Schumpeter, "The Analysis of Economic Change,” in Readings in 
Business Cycle Theory (Philadelphia, die Blakiston Company, 1944), p. 7. 
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production; resources also remain constant through time. More¬ 
over, there is no net saving or investment in the circular flow 
economy; the existing stock of capital is maintained through re¬ 
placement, hut there are no net additions to it. Furthermore, by 
the order of things, the economic process reproducing itself at 
constant rates, there is no problem of erroneous expectations; 
everything is perfectly foreseen, that is, e\'ery (economic) event that 
happens was expected to occur in the precise manner that it docs. 
As a result, w’e may expect a circular flow economy finally to adjust 
itself to a position of perfect equilibrium; the supplies of com¬ 
modities and productive agents are completely adjusted to their 
demands and prices (so that there is no unemployment), firms and 
industries are adjusted to their optimum levels of output, with the* 
former using the optimal techniques of production. 

The presence of innovation upsets all this. Net savings and in¬ 
vestment appear, and these fluctuate (for reasons to be explained). 
The variables of the i'conoinic system change in a very unpredictable 
way. Uncertainty about future costs and prices arises, as new 
products, new methods of production, etc., continually impose them¬ 
selves upon the economic horizons of businessmen. As a result ol 
these factors (for Schumpeter the “lumpiness” or discontinuity of 
innovations, particularly), the economic systems in capitalist socie¬ 
ties are constantly confronted with the problem ol fluctuations in 
national income. But, to paraphrase Schumpeter, these are the 
penalty of progress. 

The Cornerstones of Schumpeter's Theory: 
the Entrepreneur and Innovations 

The basic building blocks upon which Schumpeter constructs his 
thesis are (1) the entrepreneur, and (2) innovations, plus the very 
essential characteristic of discontinuity in the appearance of the 
latter. 

Entrepreneurs, in the Schiimpctrian system may be described as 
innovators wn’th revolutionary attitudes, capable of taking new 
factors (methods ol production, new products) and driving them 
through against the inertia of humanity to establish the innovations. 
Businessmen, like other people, have varying degrees of imagina- 



SCHUMPETER’S THEORY OF THE BUSINESS CYCLE 231 

tion. Put more precisely, we may say that the economic horizons ® 
of businessmen differ rather widely. Most businessmen are capable 
of handling ordinary transactions and emergencies insofar as they 
fall within the orbit of accepted business practice and tried business 
experience. However, the perimeters of biisinc\ss experience con¬ 
stitute the outer limits of the horizons of most businessmen. There 
are, however, some busines.smen who are capable of seeing beyond 
the threshold of daily experience, who are not inhibited by the 
prospects of undertaking a venture having no coiintcTpart in ac- 
ciiTiiulated business knowledge. Relative to the former, those in 
the latter group are not common. The importance of this fact will 
soon become' apparent. 

The term inno\ation in Schumpeter’s system is a very broad 
term. First of all, innovations are changes of very large magnitude. 
They represent some completely noNcl combination of the factors 
of production. However, this last statement is meant to embrace 
not only such things as revolutionary changes in the techniques of 
production (such as the steam engine, the railroad, the automobile, 
and electricity), but also the dev’elopment of new products, the 
opening up of new markets, sources of supply, or even the dev elop- 
ment of a new form of organization in an industry, such as a 
merger.* It is necessary to see that the changes represented by the 
term innovation niii.st be of very large magnitude, “in the sense that 
they will di.srnpt the existing system and enforce a distinct process 
of adaptation which should show up as such in any time series 
material.” ’’ 

Finally, but equally important, is the trait of discontinuity which 
characterizes the appearance of innovations. By discontinuity is 
meant the tendency of innovations to assume “swarm-like'’ propor¬ 
tions, to appear in large clusters, instead of being evenly distributed 
through time. Were this not the case, that is, if innovations were 

^ SdiiimpettT defines an economic horizon "as that range of choice within 
which a biisincssmun niove.s freely and within which his decision for a course 
of action can be described exclusively in terms of profitability and foresight.” 
From Business Cijcles, Vol. I, by J. A. Schumpeter. Copyright 1939. Courtesy 
of McGraw-Hill Book Company, Inc., N. Y., p. 99. 

^ See Schumpeter, The Theory of Economic Development (Cambridge, 
Mass., Harvard University Press, 1934), p. 66. 

"Schumpeter, Business Cycles, Vol. I, p. 101. 
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evenly distributed through time, there would be no such thing as 
recurring booms and busts, according to Schumpeter. 

The reasons for the ‘cluster effect” in the appearance of innova¬ 
tions are somewhat sociological in nature. Schumpeter groups these 
reasons into three general classes. First, there is the age-old an¬ 
tagonism with which society has viewed something new being 
attempted. This antagonism may range from quiet disapproval to 
outright physical violence. We have histories of peoples' resisting 
new products, preventing the introduction of new production meth¬ 
ods, and e\'en smashing new pieces of equipment. Secondly, then* 
is the natural tendency of the economic and social environment to 
facilitate the routine, on the one hand, and place obstacles in the 
path of the new, on the other. It is much more difficult to obtain 
capital to finance the completely novel than it is to finance the 
tried and true. Then there is the problem of training new labor 
in cases involving revolutionary production techniques, or develop¬ 
ing new sources of raw materials, and often, of opf'uing up entirely 
new territories, with all the attendant difficulties involved in the 
latter. Producers of completely nov^l products anti services fre¬ 
quently encounter difficulty in persuading the buying j^nblic of 
advantages of the new over the existing products. Witness the 
difficulty of the airplane industry in getting the public to accept 
the airplane as a convenient mode of transportation. Ceases like this 
in histon^ are legion. And, finally, there is the paucity of business¬ 
men w^ho have the leadership qualities to break away from the tra¬ 
ditional and routine and undertake “new possibilities of business 
action which arc as yet untried and about which the most complete 
command of routine teaches nothing.”** This factor has already 
been discussed in connection with the earlier discussion of the entre¬ 
preneur. 

As a result of the foregoing reasbns, “big” innovations are slow 
in forthcoming. But once the initial break is made, the innovation 
tends to ramify throughout the economy; businessmen in the same 
industry, in subsidiary and competitive industries, all tend, under 
the pressure of competition, to duplicate it or develop variations 
on the basic theme. The reason is that the successful appearance 

UbUl, p. 98. 
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of one or a few exceptional entrepreneurs facilitates the appearance 
of others and these the appearance of still more—a host of imitators. 
It is difRciilt to carry out new combinations, in one form or another, 
and only comparatively few businessmen have the qualities of lead¬ 
ership. But once the innovation has been successfully achieved, 
and the various obstacles discussed above overcome—particularly 
the inertia of humanity in its various forms, it becomes relatively 
easy for imitators to follow these pioneers. And as the task becomes 
easier, more people will undertake the innovation in the same or 
similar lines. Thus there is the tendency for innovations to come 
about in clusters. This point is, as we have said, basic to Schumpe¬ 
ter's theory. 

THE THEORY ITSELF 
The Upszvbig and Prosperity 

It is time now to turn to an c‘xamination of Schumpeter's theory 
of the business cycle itself. We start, first, from a position of equi¬ 
librium in the economy, one in which we may suppose savings to 
equal investment and in which no unemployment evists, apart from 
that which might be associated with certain monopolistic restric¬ 
tions. One or more entrepreneurs (in the sense defined aboxe) be¬ 
come conv inced of the profitabilitv of a partic ular innov ation, which 
they prcK'eed to undertake. Getting the bulk of their funds from 
commercial banks, this (small) group of entrepreneurs then estab¬ 
lish their new enterprises,’ ordering and purchasing new plant and 
ecjuipmeiit from existing firms. On the heels of their apparent suc¬ 
cess in overcoming the various problems associated with innov ations, 
together with the e.xperience that is thus accumulated, other husi- 
iiessnum follow in increa.sing numbers to introduce the same or 
similar innovations in the same or related fields of enterprise. There 
develops the now familiar pattern of expansion. The demand for 

^ Schumpeter firmly believed that the bulk uf innovations is carried out 
by new firms. While this was undoubtedly true of the nineteenth and early 
twentieth centuries, it would appear that in recent years it is the hirt^e corpora¬ 
tions who, for the most part, are re.sponsible for innovations. The reasons 
are manifold and are probably familiar to the reader. This point, however, is 
not fundamental to Schumpeter's thesis. 
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investment funds is far too great for the supply of current savings. 
Hence the commercial hanks supply the tremendous demand foi 
investment funds via the creation of bank credit. 

Since we started from an equilibrium of full employment, the 
resources necessary for the construction of new plant and (*quipmeiit 
can be had only by bidding them awjiy from existing firms, primarily 
those in consumer goods industries. Many of the “older” firms arc- 
now Faced with increased costs, and many thus produce at a loss 
or are forced out of business altogether. For the most part, how¬ 
ever, this will not be true, inasmuch as incomes will also rise as the 
proceeds of the bank Joan.s arc paid out to the \’arioiis factors em¬ 
ployed in the capital goods industries, who respcMid the bulk of their 
increased receipts. We may, in fact, expect many of the old firms 
to be making profits, for in spite of the fact that costs are up, busi¬ 
ness incomes in the early stages of expansion are likely to rise at 
faster rate, if for no other reason than the fact that the old firms 
will have to pay only part of the increased payments to the produc¬ 
tive agents (namely, those that they still employ), while, at the 
same time, they will recei\’c (before the new products ent(*r the 
market) all of the newly created income. In effect, we have that 
period of the business cycle knowii as prosperity. 

Recession: A Period of Adaptation 

However, the results of the innovations must finally make their 
appearance on the market. These new “products'"' intrude on tht' 
economic world at an increasing rate. At the same time, they neces¬ 
sarily compete with the old products, with the result that the reve¬ 
nues of the old firms are considerably reduced. The forces of 
recession are now at hand. Recession in the Schumpetrian system, 
however, is devoid of the evil connotations usually associated with 
it in business-cycle literature. For, to Schumpeter, the period of 
recession marks the attempt of the economic system to find its way 

^ The term “pniduct” i.s placed in cpiotes to emphasize tlie fact that it is 
not to be construed in the narrow sense of .some new consumer pood. Product 
is meant to stand for such thinps as new production methods, like the assembly 
line, new transportation methods like the railroad, tl)e opeiiinp up of new 
territories, and the discovery of new markets or sources of raw materials, etc., 
as well as the development of new commodities. 
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back to a new equilibrium position. This period might better be 
labeled a period of adaplafUm. Under the forces of competitive 
pressures, the old firms are forced to undergo considerable and diffi¬ 
cult adaptations to the situations created by the innovations. 

The term adaptation should imply to the reader that not all 
old firms are forced from the economic arena. 

For of the “old” firms new opportunities for expansion open up: 

the new methods or commodities create New Economic Space. But for 
others the (‘iiieigenee of new methods means economic death, ior still 
others, contraction and drifting into the backgro\md. Finally, there arc 
firms and iiidnstries which are forced to undergo a difficult and painful 
process of inodcrniztition, rationalization and reconstruction." 

It is nut difficult to visualize what is meant by these various 
types of adaptation. Picture, for example, the effects of the develop- 
mc'ut of the railroad. For many competing methods of transporta¬ 
tion, the railroad meant virtually total oblivion, as is instanced by 
the canal. F’or others, like river transportation, the railroad meant 
considerable contraction and modernization. Tn nontransport indus¬ 
tries, the railroad upset all cost calculations based on location, and 
altered radically the optimal Iwatiou of plant in many industries. 
For others, the railroad meant new competition, heretofore non¬ 
existent because of prohibitive transportation costs. Thus entire 
industries suffered severe dislocations, many firms had to relocate, 
some nearer to markets, others nearer to sources of supply. Still 
other firms had to alter their production methods, modernize, in 
order to witlistand the new competition of firms brought into the 
picture by the improved means of transportation. In sharp contrast 
with these, of course, for many firms and industries the de\'elopment 
of the railroad meant tremendous expansion under the impetus of 
new and broader markets, lower costs of raw materials, etc. The 
reader may similarly envision for himself some of the ramifications 
of the development of the assembly-line technique of production, 
of the development of electricity, of the steam engine, and many 
other of the startling innovations that have marked industrial and 
economic history. 

The period of readjustment and adaptation for old firms is made 
® Schumpeter, Business Cycles, Vol. I, p. 134. 
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more difficult bv the persistent tendency of new firms to utilize the 
receipts from the sale of their new products to repay outstanding 
bank debt. Thus we have the well-known period of credit deflation 
setting in, reducing the national money stream, and, therefore, the 
demand and revenues of the older firms, making the present posi¬ 
tion of the latter still more awkward, and accentuating the recession. 
Schumpeter describes this process as one of “Autodeflation,'’ to 
einphasi/e tht* fact that the commercial banks are purely passive 
instruments in the pnxiess. Autodeflation 

occurs without any initiative on the part of banks and would (K*ciir even 
if noboch ever went bankrupt or restricted operations, and il no b.ink 
ever called or refused a loan. . . . Their (money and credit) behavior 
is nothing but adaptation to an underlying economic pr(»c‘ess by which 
that behavior ... is explained, while the leversr is not true.*'* 

If the reader is wondering why the repayment of bank debt on 
the part of some businessmen is not followed by new loans on the 
part of others, Schumpeter has anticipated him on this point. As 
long as new enterprises eoiitinue to make additional investments, 
there is no reason why the foregoing period of adaptation has to 
develop into a downturn and rece\ssioii. Rea.sons, then, must be 
posited to account for a .slackening of entrepreneurial activity. 
These are easily supplied. In the first place, the continued ap¬ 
pearance of new firms has a tendency to raise the costs of all con¬ 
cerned, as the demand for the factors of production continues strong. 
In addition, as new firms continue to appear and become better 
organized, the stream of products flowing into the market takes 
place at an increasing rate. This forces down the general level of 
prices for all firms, new and old, and, consequently, profit margins 
are gradually eliminated, even those of the new firms. The disap¬ 
pearance of profit margins reduces the marginal efficiency of capital 
of new investment in innovations to the point where they are (tem¬ 
porarily) financially unattractive. 

Even more important as an explanation for the development of 
the period of adaptation into a recession is the vast amount of un¬ 
certainty which ordinarily characterizes such periods. The economy 


pp. 136-137. Italics supplied. 
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is in a very disequilibrated state, created by the innovational activity 
of the entrepreneurs. Their activities have radically altered the 
data of the system; all values and estimates must be revised again 
and again. These revisions plus the successive attempts at adapta¬ 
tions to the constantly changing situation imply that the economy 
in general is in a state of flux. Costs and prices, therefore, are 
extremely difficult to estimate, even if some profits still seem to be 
in the offing. Accurate planning in new investments becomes im-. 
possible, and this situation acts as a deterrent to the planning and 
formation of new enterprises. 

Ill order to carry out additional innovations, it is necessary to wait until 
things settle down as it was in the beginning to wait for an equilibrium to 
be established before embarking upon the innovations the effects of 
which we arc now discussing. Therefore, along with new products 
stiearning into markets, and with repayments (of bank debt) increasing 
111 quantitative importance, entrepreneurial activity tends to slacken, 
until finally it ccMses entirely." 

The period of recession is necessary, then, to allow the economic 
system to adjust to the iniiON ations and establish a new equilibrium. 
The recession is something else, too, however. It is a period which 
fulfills what the boom promises. The stream of good.s is enriched, 
production is partly reorganized, costs of production are lowered, 
as the new methods are c'Opied and improved, and additional minor 
innovations are induced by the grander ones that characterized the 
upswing. Some industries expand into the new’ investment oppor¬ 
tunities made possible by the innovations; others readjust and mod¬ 
ernize their methods under the pressure of competition; “much 
dead wood disappears.” 

The Explanation of Deep Depressions 

It is obvious from the foregoing remarks that the period of reces¬ 
sion as viewed by Schumpeter is quite different from that to which 
we have grown accustomed. Schumpeter docs not deny the exist¬ 
ence of deep depressions; rather he believes that they are not 
inherent in the functioning of the economic system. Deep depres¬ 
sions are to be accounted for by referring to factors which are 

" Ibid., pp. 135-136. 
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actually extraneous to the underlying processes of discontinuous 
innovations. 

The seeds of the depression spiral are sown in the course of 
the prosperity by essentially “secondary” developments which take 
place during this period. Almost invariably a secondary spiral of 
ov’eroptimism develops during the course of the upswing. Consum¬ 
ers and businessmen alike become ov'erly optimistic with respect 
to the maintenance of the rate of increase in their incomes that 
characterizes the upswing. Consumers borrow from banks to 
finance \’arious types of consumer durables; often a real estate l)oom 
develops in housing and agriculture, with a tremendous expansion 
of mortgage credit ensuing. Businessmen in old firms anticipate 
a maintenance of the current (high) demand or even an increase, 
and expand their orders for inventories and new plant and equip¬ 
ment where possible. All these actions entail a great and, perhaps, 
excessive c.xpansion of bank credit. Many maladjustments are likely 
to develop, based not only on what we might call speculative over- 
optimism, but simply on errors of judgment, which are the product 
of the disequilibrated state of affairs that the innovation boom in¬ 
evitably produces. 

Schumpeter calls this st'quence of events “Secondary Waves” 
being imposed on the “Briinary Waves” of expansion induced by 
the innovation processes. Tliese secondary waves arc generally rep¬ 
resented by overexpansion and overindebtedness, both on the part 
of the consumer and the businessman. Once the downturn induced 
by the underlying innovation processes sets in, however, a secondary 
wave of deflation is superimposed on that which we have described 
as recession. Recession unaccompanied by this secondary deflation 
is difficult enough, driving, as it does, totally obsolete firms entirely 
from the .scene, and requiring of those that remain a painful period 
of adaptation to the new situation if they are to continue to survive. 
On top of this, comes now the crumbling process of liquUlaiion: 
of those firms who have overexpanded, for speculative or other 
reasons, and of those households that have burdened themselves with 
consumer debt, all in erroneous anticipation of continued prosperity 
and employment. Then, of course, the contraction of bank credit 
and national income follows at a much more severe rate than that 
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iiuliiced by the "nornnal” repayment of debt by the successful 
innovators. 

A period of extreme oveq)essiimsm is lik(*ly to ensiu*. Dis¬ 
appointed l)usinessmeii will contract violently, undcrcstiinulin^ the 
prospc'cts ()f ihe future in their extreme pessimism. A rush for 
li(|uidity is likely to ensue, to build up cash balances againsi further 
emergencies. Hanks are likely to call loans, refuse to renc'W expiring 
ones or grant new oiics.'“ This process of extreme deflation de.stroys 
entirely the ef|Liilibrating forces that are at work in the recession, 
and drix es the t*couomic system well past the new “neighborhood of 
equilibrium” into the dire throes of depression. 

The Retoifery 

Are there any forces at work in the system which will bring the 
depression to an end and initiate a process of recoverv? The answer 
must be divided iutt) two parts. If, for the sake of argument, we 
assume that the deflationary process comes to a stop, for one reason 
or another, Schumpeter optimistically believes that recovery will 
necessarily set in. To deiiv that businessmen will act in a manner 
conducive to recovery “and eventually to a neighborhood of 
ecjuilihrium, would be synonymous with saying that they will de- 
libc'rately forego gains and incur losses which it is in their in- 
dix’idual power to make or to avoid, and .scrap equipment which 
could be profitably used.” While such a situation may prevail 
in certain i.solated sectors of the economy, it is unrealistic to expect 
it to prevail throughout the entire economy. 

The problem then becomes one of determining whether the de¬ 
pressive process stops of its own accord, “short of universal starv'a- 
tion.” Schumpeter sees no a priori generalization that can be drawn 
in answer to this problem. There are certain forces at work which 
tend to offset the deflationary forces somewhat. One of these is 
what Schumpeter terms the “dilution or diffusion of effects.” That 
is, the effects of the individual events that characterize the deflation¬ 
ary spiral (bankruptcies, shutdowns, collapses of individual markets, 

For a niorti eliilxmitt* cUscussiion of wliat amounts to SL'huniprter’.s 
secondan^ waves ol inflation and deflation, sec the discussion t)f expectations in 
Chapter 9. 

Sclmnipt'ter, Business Cycles, Vol. 1, p. 152. 
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etc.), while they tend to spread, also tend to do so with increasingly 
diminished force. “Each addition to unemployment will cause 
further and further unemployment but, taken individually^ at a 
decreasing rate.” *** Not all firms will be equally susceptible to 
bankruptcy, even in the face of collapse of their debtors. Thus in 
the absence of breakdowns due to factors not connected with the 
downward spiral, this spiral will not be self-feeding, but will tend 
gradually to peter out. 

Another possible offsetting tendency may appear from what 
Schumpeter calls “depression business.” This is a term used to 
describe the situation wherein the collapse of some firms means 
the ability of the remaining finns to expand into additional areas 
pro\'ided by the departure of the other firms. Thus at the same 
time there are losses and c'ontractions in some sectors of the econ¬ 
omy there may be gains and expansions in others. 

Most important, perhaps, as a counteracting tendency, is the fact 
that the marginal propensity to consume is ordinarily less than 
one. Consumption, therefore, tends to decline less than income, 
so that inventories will be depleted to the point where they are in 
need of rebuilding. Furthermore, there are absolute limit.s below 
which consumption is not related to national income.*' There are 
also incomes and social strata which are comparatively insensitive to 
depressions, whose expenditures will be more or less sustained in 
the face of the downward spiral. 

“But though it may thus be shown that a restorative tendency 
will develop to work against the spiral, there is nothing to prove 
that it will prevail against it.”^” Hence from the viewpoint of gen¬ 
eral theory, the situation is conceivable where the economic system 
continues its downward spiral without recovery, unless some out¬ 
side force like the government or some chanc'e event intervenes to 
bring the process to a halt. 

Ihid.t p. 15.3. Italics Sc'luiiiip<*ler's. 

This point is represented on a propensity to consuiue—national income 
diagram by tlie point or intersection between the consumption function and the 
OY axis. Of* tigurse, to the extent that national income is less than the level 
at which Jm jccmsumption function and the 45° line interst^ct, consumption is 
taking pyfw-W of capital, that is, capital is nut being replaced. 

^SolipMf^eter, Business Cycles, Vol. 1, p. 154. 
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One thing should be noted before we bring this description of 
Schnnipeter's llieory of business cycles to a close. It might have 
seemed peculiar to the reader that we left out as one of the restora¬ 
tive forces in times of depression the factor of innovations. How¬ 
ever, Schumpeter firmly rejects the idea that inno\’ations are eco¬ 
nomically feasible in the face of the overwhelming dise(juilibria that 
prev'ail throughout the economic system during periods of depres¬ 
sion. The impossibility of making anv accurate calculations during 
times like these militates against the possibility of even the boldest 
and most imaginative oi entrepreneurs undertaking any important 
inno\'atioiis. Not until the economic system has proceeded along 
the road of recovery sufficiently to approach at least a strong 
semblance of equilibrium will entrepreneurs appear in sufficient 
force to start the economv off again on another innovational boom. 

Innovations as an Explanation of Three Categories of Cycles 

Innovations are ob\ iously not all of the same magnitude. Some 
require longer j>eriods to be put into effect and adapted than others. 
Schumpeter uses this 1‘act to explain certain cyclical phenomena 
referred to in Chapter 1. There it was explained that, broadly 
speaking, there arc three categories of cyclical movements in busi¬ 
ness activit)^ which ha\e been observed, more or less. These con¬ 
sist of the 4-year minor cycles, the 6- to 13-year major cycles, and 
the 40- to 70-vear Kondratielf cycles. Schumpeter explains these 
three types of cycles by referring to the differences in magnitude of 
various innovations. The ramifications of some innovations are so 
great that they give rise to periods of installations and adaptation 
occupying half centuries or more; thus are explained the Kondratieff 
long-wave movements. Other innovations are less revolutionary 
in their implications, and so require only a decade or so for adoption 
and adaptation; these give rise to the major cycles, called Juglars 
(after the French economist, Clement Juglar). Finally, there are 
innovations of sufficiently small magnitude to be put into effect and 
adapted within the relatively short period of 48 months or so. 
These explain, for Schumpeter, the minor, or Kitchin (after the 
economist Joseph Kitchin), cycles of approximately that length. 
Of course, the precise time intervals embracing these three groups 
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of cycles should be taken as very elastic and the figures given merely 
as rough estimates.”^ 

CRITICAL REMARKS 

Some of the following comment is rather sociological in char¬ 
acter. This perhaps is natural, however, for many of Schumpeter’s 
basic assumptions are sociological in nature. As a matter of fact, 
it is only his basic assumptions and ideas that call for much com¬ 
ment, for the rest of the discussion is, on the whole, not no^ el. 

The Realism of Schumpeter^s **Entrepreneur*' 

We may begin by questioning the validity of the first building 
block in the Schumpetrian system, namely, the exceptional entre¬ 
preneur, the innovator. There is a certain lack of realism in con¬ 
trasting the inertia of most people with the revolutionary attitudes 
of the few innovators. The distribution of ability to introduce in¬ 
novations among businessmen is more likely rather gradual. 

Moreover, the extreme emphasis placed on the entrepreneur 
creates a very strong personal clement in the path of industrial 
progress. Whether one agrees with this view depends to a great 
extent on one’s theory of history, that is, whether one believes in 
what is often called the Great Man Theory, or believes, instead, 
that history is the net product of great, underlying socioeconomic 
forces, the movements of which are beyond the compass of 
single individual’s influence. The present writer happens to adfam 
to the latter view, and, consequently, finds Schumpeter’s entre¬ 
preneur assigned far too much importance in the history of techno¬ 
logical and economic progress. Placing so much importance on the 
role of the entrepreneur results in too great a role for the element 
of chance in the path of technological progress. We are made de¬ 
pendent on the happening along of the right entrepreneur at the 
right moment—one, or a few, who happen to see the possibilities of 
the particular innovation. It would seem preferable to be in the 
position of making the particular innovator{s) the accident in his¬ 
tory rather than the innovation. For innovations are the undeniable 

For a more detailed discussion of this “three schema" hypothesis, see 
ftid., pp. 161-174. 
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product of tlic inexorable, underlying technological and social move¬ 
ments which detenniiie progress. There comes a time in the history 
of industrial progress when a particular innovation is required, be 
it the development of a steam engine, a cotton picker, or the ex¬ 
pansion ol the railroad into the western part of the United States. 
The indiN’idual unconsciously assumes the burden of innovating. 

Along the same lines, a note of caution should be injected into 
the interpretation of the “discontinuity” factor in Schumpeter's sys¬ 
tem. While there is evidently a great deal of irregularity in the 
rate ol innox ation, the reader should not allow this fact to blur the 
essential historical continuity in the development and appearance of 
innovations. A long series of events—scientific, technological, eco¬ 
nomic*, and sociological—invariably precede the actual innov'ating 
process. The innovation might be said to represent, in some sense, 
the culmination of these different categories of forces and exents. 
On this account, it is seldom fruitful to view an innovation as an 
independent historical entity, an historical accident. Rather, it is 
the entrepreneur, the individual innovator, who is the historical ac¬ 
cident, ne\'er the innovation itself. And although there is great 
irregularity or discontinuity in the rate of innovation, we xvould 
observe that this element of discontinuity is traceable not to 
anv individual entrepreneur, but to the absence of perfect smooth¬ 
ness in the niovemcMits of the technical and social sources of 
innovations. 

The Importance of Innovations in the Explanation 
of Business Cycles 

Perhaps the most important contribution of Professor Schum¬ 
peter to our understanding of business cycles is his great emphasis 

It makes for an odd kind of history to say, for example, tliat the expan¬ 
sion of the railroads from the middlewest to the v^'cst eoast ol the United 
States was dependent on the appearance of an entrepreneur by the luune of 
James ]. Hill. The implication of such a position is that if Mr. Hill had not 
lived, or if something had intervened to prevent his (chance) linkage xvith 
the railroad industry, there would ha\e been no railroad to the far west 
(in 1869 as a result of the juncture of the Union Pacific and the Central 
Pacific Railroads). The obvious absurdity of such a position is further re¬ 
vealed by a knowledge of the history of the ec'onomic and social forces which 
provided the impetus for the extension of rails to the coast and the histor)’ 
of Mr. Hill himself. 
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on the close connection between economic progress and the business 
cycle/*’ Defining the term “innovation” in its broadest sense, to 
include new commodities, the discovery and development of new 
territories, sources of supply, and markets, in addition to techno¬ 
logical advances, there is little doubt that the great periods of boom 
in the past have been generated by new bursts of innovation. The 
enormous volume of new (autonomous) investment for which these 
intense spurts of innovation have been responsible has certainly 
been a prime, if not the only, factor in the violent fluctuations ol 
national income which characterize the major cycles. This is true, 
as Schumpeter has pointed out, in a direct as well as an indirect 
sense. For waves of innovations in the past have induced not only 
investment mainly designed to embody them alone (the so-called 
Primary Waves), but also have induced investment based on 
speculative waves of optimism (the so-called Secondary Waves). 

Moreover, it is evident that major depressions in the past have 
originated, to a great* extent, in the petering out of the process of 
capital formation. That is to say, the innovations which gave rise 
to the boom in the first instance are completed, and the rate of in¬ 
vestment shrinks accordingly. On top of this, the decline in innova- 
tional (or, what we have called heretofore, autonomous) invest¬ 
ment tends to give rise to Secondary Waves of contraction under 
the pressure of liquidity crises and extreme waves of overpessimism. 

The deepest depressions seem also to have been founded largely 
on abnormal shortages of iiiv€*stment opportunities.''’ As Professor 
Hicks has remarked, very often the dearth of investment oppor¬ 
tunities finds its origin in the excesses of the boom, for the specula- 


This ccintribiition is, ni course, iu)t iinitjup, as Professor Schumpeler 
himself pointed out. The names of D. U. Robertson, Knot Wic'ksell, as well 
as Spielhoff and Cassel, are all closely connected with the idea that business 
cycles are a product of the irregularity in the rate of technologic*al progress. 
But it was Sclnimpeter wlio made the idea cent tat to his .system more than 
the others and who wrote most extensively iti assertion of this thesis, culminat¬ 
ing his efforts with his monumental two volume work, Businas Cycles. 

Implicit in this statement is the fact that there have in the past never 
been offsetting ri.ses in the propensity to consume. As a matter of fact, tbc 
rush into liquid assets and cash indicates, in part, that tbc consumption func¬ 
tion actually tends to fall during periods of downswing. There are of course 
ample reasons for this; these have been discussed in connection with short 
run influences on the propensity to consume in Chapter 2. 
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tive atmosphere of the boom may often cause innovations to be 
introduced earlier than otherwise might have been the case, thus 
depriving the immediate future of investment opportunities."' The 
importance of this problem of dearth of investment opportunities has 
recently come in for lengthy discussion in the course of the bitter 
controversy concerning the validity of the Stagnation Thesis. The 
latter is, of course, nothing but a hypothesis concerning the future 
rate of innovation. 

At this point it is worth while noting that Schumpeter s particular 
€'xplanati(3ii ol the dowiituni is really a superfluous tool in hi.s 
system. Ilis explanation, it will be recalled, is, principally, that in¬ 
novations upset the parameters (data) of the economic system to 
such an estent as to make calculation of costs, prices, and profit 
margins, etc., impossible. The result is that entrepreneurs hold 
hack in\'estmeiit projects until the system settles down close to a 
neighborhood of equilibrium (in .something resembling the “circular 
flow” sense). It seems to the present writer that Professor Schum¬ 
peter is much too bound up by this equilibrium concept. Until the 
economic system reaches such a stage, the millennium might be re- 
(juired. However, it does not appear necessary to resort to such 
analysis. 

Schumpeter goes to great lengths to indicate that inriovational 
(major cycle) booms can usually be associated with one particular 
industry, “or a few industries,” which are undergoing great ex¬ 
pansion. There is a close connection, that is, between leading in¬ 
dustries in a business-cycle upswing and the industries in the fore¬ 
front of economic progress. Now there appears to be no a priori 
reason why a slackening of investment in these industries, as they 
complete expansion, should suddenly give rise to a burst of ex¬ 
pansion elsewhere. The same is true of the discovery of new 
markets and the opening up of new territories, etc. Indeed, a 
regular rate of innovation would undoubtedly be a constant source 
of amazement. On the contrary, there is every reason to expect 
these processes of innovation to be characterized by discontinuity 
or irregularity. Irregular rates of innovation are sufficient to pro- 

See J. R. Hicks, Value and Capital, 2d ed. (London, Oxford University 
Press, 1946), pp. 299-302. 
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vide similarly irregular rates of autonomous investment. And these 
fluctuations in the rate of investment arc all that is necdetl to ex¬ 
plain the fluctuations in the national income. This is particularly 
true if we remember the so-called Secondary Waves of expansion 
and contraction which invariably accompany the Primar>^ Waves of 
innovational investment,” 

Pursuing the same line of thought, we would question Professor 
ScliuinjDCler’s assertion that recoxery is automatic once the down- 
xvard spiral of deflation and depression comes to a stop. The reader 
may recall that we quoted Schumpeter to the effect that a denial of 
this assertion was equivalent to saying that busincssincn will de¬ 
liberately incur losses and avoid gains and scrap plant and equip¬ 
ment that might be piofitably used. There seems to be implied in 
tlii.s remark the idea that depression .soin(‘how is to be associated 
with capital decumulation, that is the failure to replace worn-out 
plant and equipment. While this might be the case, certainly there 
is no basis for generalizing on this possibility, outside of inventories, 
which are invariably reduced during depressions.■'* Depressions 
are founded primarily on a cessation of capital accumulation or in¬ 
vestment in plant and equipment. The sharp contraction of mone¬ 
tary demand that invariably accompanies the contraction of invest¬ 
ment may easily be sufficient to iiiduee businessmen to allow exist¬ 
ing plant and equipment to lie idle in part or in foto. Certainly 
there is enough historical experience to attest to this fact.“' In the 
absence of innovation-induced investment, there is no reason why 
a (capitalist) economy cannot reach a certain low level of income 
and employment and remain there. And businessmen may certainly 
be acting in complete conformity with principles of profit maximiza¬ 
tion, insofar as profits are, in fact, expected profits. There may be 
spurts of induced investment during these times, particularly in in¬ 
ventories, but these seldom, if ever, are capable of carrying the 
economy upward either to a boom or Schumpeter’s equilibrium. 

All this a.ssuiiies a certain stabihty or, at least, nonoffsetting move¬ 
ments in the consumption function. See footnote 20 above. 

See the section on inventory fluc’tuatkuis in Chapter 9. 

“* We include in this .statement recognition of the tendency for investment 
in inventories to become positive as it becomes evident that stocks are in- 
sufEcient to meet the demand that is maintained. 
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Morecn cr, when the forces of growth and economic progress are 
sufficiently strong, as they have been in the past {at least up to the 
thirties and maybe beyond), innovators do not wait upon the ap- 
proacli of the economy to a neighborhood of equilibrium. In an ex¬ 
panding economy, the forces of growth make the marginal efficiency 
of capital in the industries desiring to innovate high enough to burst 
through the pale of pessimism that reigns elsewhere, ultimately dis- 
p(‘lling the latt(T and converting pessimism to optimism. When this 
does not happen, the problem is beyond the scope of equilibrium 
economies. It is, rather, another aspect of the same economic 
growth upon which Professor Schumpeter predicates his whole 
.systf'm of analysis in the first place, perhaps a problem of secular 
stagnation, or possibly one involving a downswing of the Kondratieff 
1m ig wav'cs. 

Despite the last few rather critical remarks that have been made, 
the writer does not want the reader to lose sight of the fundamental 
C'ontribillion that Professor Schumpeter has made to business-cycle 
analysis. This contribution consists in the great emphasis placed on 
lh(* close connection between economic growth and progress and 
economic fluctuations. Innovations in the history of modern capital¬ 
ism have undoubtedly been one of the great driving forces behind 
the major business cycles of the past. And their lack of smoothness 
in appearance, their characteristic irregularity (plus tlie secondary 
waves of expansion and contraction which they seem to engender) 
has been one of the chief elements in those fluctuations in national 
income we call business cycles. Whether they will remain as im¬ 
portant in the future is a question we will leave to the future itself 
to answer.""’ 
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CHAPTER 8 

UNDERCONSUMPTION THEORIES 


INTRODITCTION 

Underconsumption theories arc probably the oldest class of cur¬ 
rently important business-cycle theories. They date back as early 
as Sismondi. who wrote during the first quarter of the nineteenth 
century. Other important early writers in this school include Rod- 
bertus, Malthus, Marx, and Lord Lauderdale. Only two modem 
versions of the underconsumption theory will be discussed here, 
that of Messrs. Foster and Catchings, on the one hand and that ol 
the English economist, J. A. Hobson, on the other. We confine our 
discussion to these writers because they are among the very few 
modem exponents of an underconsumption explanation of the 
cycle who ha\'e written with economic sophistication on this subject. 
Hobson’s analysis, in particular, is (in the present writer’s opinion) 
the most detailed and rigorous, and it more or less embodies all the 
ideas of present-day underconsumption theorists, both in the United 
States and abroad. The analysis of Foster and Catchings is in¬ 
cluded primarily because of the tremendous vogue which their ideas 
enjoyed in the United States during the twenties. While their thesis 
was accepted primarily by the untutored, they were important 
enough to invite a torrent of critical literature from the economics 
profession. 

It is interesting to note that, on the whole, proponents of an 
underconsumption explanation of the cycle have generally been 
treated as heretics by their fellow economists. J. A. Hobson, for 
instance, was refused permission to teach in English universities be¬ 
cause of his allegedly absurd point of view. Only very recently has 
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it been possible for an economist to defend an underconsumption 
explanation of the business cycle and still retain the esteem of his 
colleagues. The principal reason for this attitude toward under¬ 
consumption theorists lies in the fact that their ideas constitute a 
complete denial of one of the most important dogmas in the history 
of economic thought, namely J. B. Say’s Law of Markets. Say’s Law 
held that since people produced goods in the expectation of ex¬ 
changing them for other goods, it follows that every product pro¬ 
duced is a demand for and means oi buying other goods. Supphj 
creates its own demand. It follows from Say’s l.aw that general 
overproduction of consumer goods is an impossible situation. This 
view ol economic events was accepted by the vast majoritv of econ¬ 
omists until very recent years. Any economist who supported an 
underconsumption theory of the cycle was thereby denying the 
“truth” embodied in Say’s Law, and hence was not worth his salt. 
Today it is generally accepted that under certain conditions, Say's 
Law, as stated above, will not hold. 

A brief summary of the underconsiimptionist position is in good 
order at this point. In the course of the upswing, there is great ex¬ 
pansion in the capital goods industries. The funds for this ex¬ 
pansion derive from current savings and from expanding bank 
credit. Furthermore, because the processes of production arc round¬ 
about, so that final consumer goods are a long time forthcoming, 
prices will have a tendency to rise as money incomes increase, and 
as consumers use their greater total monetary demand to bid up 
the prices of the existing supply of goods. This price inflation is a 
further stimulus to investment. However, once the processes of 
production are completed, the volume of consumer goods output 
will spurt far beyond the capacity of the economy to absorb it. As 
a result there will appear a glut, stemming from the fundamental in¬ 
adequacy of consumer purchasing power, on the market for con¬ 
sumer goods. Prices will fall, and profit margins will be wiped out. 
The consumer goods industries will curtail output, and a general 
depression will follow. 

Let us turn now to a more detailed consideration of the theories 
of Foster and Catchings and of J. A. Hobson. 
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THE THEORY OF MESSRS. FOSTER AND CATCHINGS 
The Dilemma of Thrift 

Tht*se writers were confronted by what they felt to be the 
“dilemma of thrift.'* They were aware that savings arc indispen¬ 
sable if capital goods are to be forthcoming, and if higher li>dng 
standards are to be provided or a growing population supported. 
These latter are the marks of a progressive economy. But an 
analysis of the economic processes (particularly the flow of money) 
convinced Foster and C-atchings that saving also results in a level 
of demand which is not sufficient to absorb, at profitable prices, the 
increasing outflow of consumer goods. Economic depression arises 
out of this unbalance. Savings then are necessary, but at the same 
time they are an evil. This is the great dilemma of tlirift. 

Savings as the Cause of the Crisis 

We have defined saving as the act of not spending some part 
of current income on consumption. The two important forms of 
saving envisaged by Foster and Catchings are: voluntary absti¬ 
nence by indiv iduals, and the retention of profits by corporations. It 
these retained coqiorate earnings are used for investment in new 
plant, equipment, and inventory, then, say Foster and Catchings, 
overproduction is bound to develop. Overproduction, in their sense, 
means that the new capital goods ultimately bring forth a supply of 
consumer goods that cannot be sold at the current level of prices. 
Prices, therefore, fall until profit margins are turned into losses, 
and production collapses. 

The Investment Process. Let us examine their reasoning a bit 
more closely. If the savings of individuals or corporations are 
utilized for investment, this means that additional labor may be 
employed for the production of capital goods. During the time in¬ 
volved in the construction of the new capital goods, nothing happens 
to disturb the equilibrium of the economic system. The incomes of 
the workers engaged in the construction of the new capital goods 
will be spent by them on current consumer good production, as will 
also those portions of incomes of all other people which are not 
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saved. Hence the as yet unchanged current output of consumer 
goods will continue to be absorbed at current (profitable) prices. 

Increased Rate of Traduction. Eventually, however, the con¬ 
struction of the new capital goods will be completed. The labor 
force engaged in the production of consumer goods now has ad¬ 
ditional (and perhaps more efficient) capital equipment with which 
to work. In effect, the processes of production ha^^e been made 
more capitalistic, or roundabout.^ Our experience in the course 
of development of our increasingly capitalistic and roundabout pro¬ 
duction methods reveals that they have been responsible for higher 
and higher levels of consumer goods output. In the present case, 
then, the net additions to existing capital stock must result in a 
great expansion of current consumer goods production. 

The Crisis. There has been no corresponding increase in con¬ 
sumers’ incomes, however; the aggregate money stream (and hence 
total inoiietar)' demand) is unchanged. This being the case, con¬ 
sumers are unable to purchase the increased output of consumer 
goods at current prices. Either these goods pile up on producers’ 
shelves or prices will fall. In any event, the marginal efficienev 
of capital will decline and, ceteris paribus, production and invest¬ 
ment will decline. A depression is at hand. 

The Hole of Bank Credit 

Thus far the discussion has proceeded on the assumption of a 
fixed supply of money. Since, in fact, the money supply may ])c 
increased through an expansion of bank credit, we might suppose 
that the deficiency in demand might be overcome by means of such 
an increase in the money stream. The expanded bank credit should 
increase aggregate monetary demand and permit the purchase of 
the increased supply of consumer goods (which brings on the crisis) 
at current prices. 

Bank Credit Used in Production. Foster and Catchings take 
exception to this reasoning. The trouble is, they say, that newly 
created bank credit falls principally into the hands of producers by 

^ By ‘'more capitalistic or roundabout” is meant that mure capital per 
unit of output IS being used than before, plus the fact that new stages of pro¬ 
duction have been added. 
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whom it is used to turn out still more goods iiitended to be sold at 
a profit. They argue that the rate of expansion of bank credit 
shows a persistent (though not necessarily inevitable) tendency to 
lag behind the rise in total productivity (generated by the in¬ 
creasingly roundabout processes of production). At its best, the 
expansion of bank credit can only postpone the insufficiency of 
consumer demand. Eventually, there will be a further increase in 
the supply of goods, exceeding the increase in purchasing power. 

Producers use the expanded bank credit to employ additional 
laborers for the construction of new capital goods. Since the pro¬ 
duction of these goods takes time, the workers engaged in their pro¬ 
duction mav spend their new incomes on the existing supply of 
consumer goods (thereby tending to force a rise* in consumer goods 
prices). In time, howe^er, the new capital goods will begin to 
turn out consumer goods. Furthermore, these newlv created capital 
goods will increase the a\ erage productivity of labor. Hence, 
the increase in the sup])ly of goods will once more outrun the de¬ 
mand. In answ'er to those who would suggest a further expansion 
of bank credit to forestall this, F'oster and Catchings reply that, in 
the end, such an expansion w^ould result in a still greater supply of 
consumer goods (as a result of the use of bank credit for invest¬ 
ment purposes). Their reasoning on this point may be illustrated by 
means of Table 10. 


Table 10 Money and Production 



Year J 

Year U 

Yeai III 

Output (units of gDuds) 

J,(K)0,000 

1,100,000 

1,200,000 

.Sales (units ot "oods) 

1,000,000 

1,000,000 

1,100,000 

Receipts (dollars) 

1,(K)0,0(X) 

1,090,000 

1,180,000 

Wages paid (dollars) 

900,000 

990,000 

1,080,000 

Dividends (dollars) 

100,000 

100,000 

100,000 

Money stock at end ot 
year (dollars) 

900,000 

990,000 

1,080,000 

Price level (index no.) 

100 

109 

107 


In Year I the economy is in an equilibrium position. We may 
assume this to be a base year, so that the price index is 100. One 
million units of goods are produced and sold for $1,000,000 to wage 
earners and stockholders. Wage earners receive $9(X),000 in wages; 
stockholders receive $100,000 in dividends. These two income 
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groups arc' assumed to spend all their incomes in purcliasing the 
one million units of production. 

Ill Year II it is iissumed that an additional sum of bank credit 
(10 per cent of the existing money supply) is extended to business¬ 
men, so that the money stock increases from $90(),()00 to $990,000. 
This additional $90,000 of bank credit is usc'd by business firms to 
pay workers emjiloycd in the construction of new capital goods. 
Since this is new, more eflicieiil ecpiipment, workers are assumed to 
be 10 per cent more productive working with this capital than with¬ 
out it. Hence workers paid $900,000 produce a total jnoduct 
worth $1,000,000. The new laborers are also assumed to have the 
same productivity as the old, so that there is a 10 per c ent increase 
in output—from 1 million to 1.1 million units. However, it i.s 
assumed that the additional 100,000 units of output do not beconu* 
available for sale during Year II; thus the additional amount of 
money is spent on the same total ciuantity of production as in the 
previous year, with the result that the level of prices rises from 
100 to 109. 

In Year III an additional $90,(K)0 of credit is extended by the 
banks to businessmen, which the lattt*r again use* to finance the con¬ 
struction of new capital goods. All the assumptions applied to 
Year II arc also applicable to Year III. However, the 10 per cent 
increase in output which was yielded in Year II becomes a\ailable 
for sale in Year III, so that (on the basis of the figures given in the 
above table) the price level in Year III falls below that of Year II, 
in spite of the expansion of bank credit. Thus Foster and Catchings 
conclude that a price decline, and hence a depression, can be 
averted only if credit expands at an accelerating annual rate. Later 
in this chapter, we shall have occasion to analyze this illustration 
and its conclusion more critically. 

The Crucial Role of Profits 

The fundamental source of all the trouble, according to these 
writers, is the fact that producers are engaged in 1 aisiness to make 
profits, but invariably reinvest the bulk of their profits, instead of 
distributing them (to stockholders to be spent, presumably, on 
oomnimption). 
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. . . \^^lcn individual income is [saved and] invested, and thus used 
twice ill succession to bring goods to market, it creates a deficiency of 
jiurcliasing power. . . . To prevent such a deficiency . . . money which 
is used in the production of goods must be used in the consumption of 
goods licfore it is used again in the production of goods. ... In short, 
wlienever money i.s used twice in succession to produce goods, as it is in 
many erases when individuals invest iheir incomes, it is doing its part 
... to stock the market beyond the capacity of coiisumcrs to Iniy at 
cm rent prices." 

THE THEORY OF J. A. HOB.SON 
Overproductiou the Cause of Depressions 

The student should 1 m’ aware by now that cyclical depression is 
synoiiyrnous with the shrinkage in total monetary demand. For 
M'bate\er reason, a change in the .stream of national income^ occurs 
when sa\iiigs differ from investment. When savings exceed invest¬ 
ment, we have seen that national income falls, i.e., the money stream 
(source of total effective demand) shrinks. It is Hobson’s thesis 
that this shrinkage in total eflective demand stems from a failure of 
consumption to keep np with production. It is tnie, he says, that 
the depression itself is marked by a state of mulerproduction. But 
careful scrutiny of the situation leading np to the depression reveals 
that the latter is the product of overproduction of consumer goods 
during the period immediately preceding it. The high level of 
activity which characterizes the boom years generates a volume of 
output too large to be sold at current prices. Prices must be lowered 
in order to sell the accumulated stocks, but such a reduction causes 
them to fall below costs of production so that production and in¬ 
vestment are curtailed. Overproduction, glut, and stoppage of pro¬ 
duction mark the sequence of events. 

Dis))roportionate Amount of Saving. Why does consumption lag 
behind production? Or, as is the same thing, why does the rate 
of production advance more rapidly than the rate of consumption? 
Because the propensity to consume is a highly stable function and 
is too low. This stability results from the traditional influences of 
habit and custom, as well as from the extreme ‘narrowness of im- 

W. F. Fdstcr and W. Catchiiigs, Profits (Boston, Houghton Mifflin Com¬ 
pany, 1925), pp. 284-285. 
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Agination’’ which characterizes consumption. This conservatism of 
ikllniMiption is not shared by the production side of the economic 
system. Technological progress and business initiative (bent on 
making profits) both result in a rapidly rising level of productivity. 
This crucial difference in the characteristics of production and con¬ 
sumption leads to overproduction (or» if you like, underconsump¬ 
tion ). 

The Unequal Distribution of the National Income. Even more 
important than the consers atisni of patterns of consumption is the 
evtreme inequality of income distribution, which makes for a very 
low a\erage propensity to consume. This is the principal reason 
for the lag of consumption behind production. A very large pro¬ 
portion of the national income tends to fall into the hands of a 
comparatively small part of the total population. Thest* high- 
income classes always have large surpluses of income left over after 
completely satisfying their economic desires. (The desires of the* 
great bulk of the population cannot be satisfied by the expenditure 
of all their limited incomes.) These surpluses are automatically 
sav'ed and invested. In fact, most of the individual saving of our 
society, responsible for a great part of our capital accumulation, 
finds its origin in the automatic saving of the rich. Thus, saving 
leads to an increase in the stock of capital equipment, and ultimately 
to an increased outflow of consumer goods. But because the rich 
continue to sav'e a large part of the unequally distributed income, 
consumer expenditures are always insufficient to take the increased 
volume of goods off the market at profitable prices. Prices, there¬ 
fore, must fall, usually below costs of production. The marginal 
efficiency of capital declines, production and investment are cur¬ 
tailed, and a slump in business activity follows. 

The Waf^e La^. This situation is aggravated by the persistent 
tendency of wages to lag behind rising prices during periods of 
business revival. The wage lag acts simply to widen profit margins 
and to increase the proportion of total real income going to the em¬ 
ployer and capitalist classes. Even though wages are rising in the 
absolute sense, they rise at a slower rate than does total national 
income, and are therefore able to purchase only a declining share of 
total national output. This development toward a more unequal 



UNDERCONSUMPTION THEORIES 257 

distribution of the real national income which characterizes every 
upswing means that the automatic saving of the high income groups 
is given still further upward impetus. The propensity to consume is 
still further reduced, with the consequences described above. 
Furthermore, the effects on the marginal efficiency of capital of the 
fall in prices (which sets in once the glut of consumer goods mani¬ 
fests itself) are accentuated by the high costs of production which 
develop as wages finally begin to catch up with prices. 

Hobson emphasizes, however, that the remox’al of the wage lag 
still would not absorb the surplus incomes of the high income 
groups. These incomes arise from the normal differential rents, 
profits and interest incomes. Even without the wage lag the dis- 
tribiilion of each increment in the national income would follow the 
same basic institutional pattern of extreme inequalitv, and would 
result in high rates of savings. In other words, although remoxal 
of the wage lag would tend to raise the propensity to consume some¬ 
what, the latter would still be too low. 

Some Classical Objectious to Hobson's Thesis 

It might prove worth while at this point to devote a fexx’ para¬ 
graphs to some of the objections w^hich might bf' raised to Hobson’s 
analysis, and which he himself poses and attempts to answer. 

Oversaving. Implicit in Hobson’s emphasis on the unequal dis¬ 
tribution of income is, of course, the suggestion of a much more 
egalitarian distribution of the national income. To this proposal 
the objection has been raised that undersaving would result and 
would lead to both a shortage of capital equipment and an inability 
to expand this capital enough to take care of even the normal re¬ 
quirements of a growing economy. In reply, Hobson carefnllv points 
out that he is not opposed to saving as such. A certain amount of 
saving is necessary ‘‘to realize the enlargements and improvements 
of the machinery of production that are required to furnish a larger 
output of commodities for a higher living standard or a growing 
population.” In a non-stationary economy, one which is character¬ 
ized by progress fn technological knowledge together with a growing 

® J. A. Hobson, The Economics of Unemployment (London, George Allen 
& Unwin, Ltd., 1922), p. 39. 
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population, whose standards of living undergo gradual secular ad¬ 
vances, a certain amount of saving is necessary. For these growth 
factors require increasing quantities of capital goods if they are to 
take effect, and (at least in a fully employed economy) such in¬ 
creases in the stock of capital can be forthcoming only if there is a 
“certain amount” of saving. (Here Hobson indicates the importance 
of what we have called autonomous investment as an outlet for cur¬ 
rent savings.) But, says Hobson, without analyzing the reasons 
why, autonomous (growth) investment outlets are not limitless. 
And because this is so, it is possible for society to oversavc, that 
is, to save a disproportionately large amount of its current income, 
relative to the portion of the latter it devotes to consumption. 

In the use of current income there must exist, at any time, an eco¬ 
nomically right proportion between expenditure in withdrawing com¬ 
modities from the retail shops for consumption, and expenditure on 
maintaining and enlarging the plant and materials functioning in each 
stage of production. , . . Saving and investment . . . are only eco¬ 
nomically valid on condition that enlarged production is followed by a 
proportionately enlarged consumption.^ 

Hobson goes on to assert that his proposal for distributing the 
income more equally need not entail an absolute decline in the level 
of savings. If equalization of incomes increased the demand for 
consumer goods and hence kept production going more fully and 
quickly, there would be an increase in real national income as a 
result of the fuller utilization of capital and labor. Thus even 
though a smaller percentage of the national income were saved, the 
greater size of the base might actually enable the absolute rate of 
saving to rise. 

The Interest Rate and Prices. Hobson poses two very funda¬ 
mental objections to his own analysis, which were long raised by 
classical economists. The classicists asserted that oversaving and 
overproduction would be checked automatically, first by a decline 

* Ihid., p. 38. In the last .sentence of this quotation, Hobson reveals his 
failure to incorporate systematically the precise role of autonomous investment 
ill the determination of national income and its fluctuatiUlis. “Proportionately 
enlarged consumption/’ which implies a rise in tlie pfisition of the consumption 
function, is necessary only in the event of a decline in autonomous investment 
outlets. 
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in the rate of interest, and second by falling prices. Classical econ¬ 
omists have long conceived of an equilibrium rate of interest, that 
is, one which always (automatically) maintained equality between 
the supply of and the demand for savings. Any tendency for the 
supply of savings to outrun the demand would immediately cause 
the interest rate to decline. Tliis fall in the rate of interest would 
r('diice the incentive to save because of the lower rate of return on 
loans; but, at the same time, it would stimulate the demand for 
.s.ivings (as the lower rate of interest makes borrowing possible for 
inx'estment projects whose marginal efficiency of capital heretofore 
had been too low relative to the rate of interest). The interest rate 
would continue to fall as long as any tendency toward oversaving 
existed, until finally the supply of and the demand for savings would 
be brought back into equality. This movement, too, would have 
the effect of reducing the volume of production (supply) at the 
same time that it served to increase the demand for goods, until 
supply and demand were once more eejuated. 

Hobson’s discussion of the relationship of savings to the rate of 
interest is, for the most part, a masterpiece of brilliance and insight. 
Written in 1922, it might well have been written in 1950. While a 
decline in the rate of interest may reduce tlie rate of supply of new 
capital goods, this effect is very feeble and quite slow. In the first 
place, the new capital which results from the investment of current 
savings is only a small fraction of the total quantity of capital goods 
used in production, 

percentage of the total (capital) in use, and a check that operates not 
. . . and the efficacy of a falling interest rate in checking its oversupply 
is proportionately feeble. ... A years saving furnishes but a small 
on the whole, but only on the new supply, cannot be expected to be a 
speedy or effective one."’ 

There is a second reason for the inefficacy of the interest rate as 
a preventive of gluts. The rate of interest is not an important regu- 

'^Ihid.y p. 51. Hobson's analysis at this point is not too well taken. The 
essence of a downswing, as we have noted many times, is that current sa\ings 
tend to outrun current investment. If reductions in the rate of interest could 
maintain equality between current savings and investment (at full employ¬ 
ment, of course), major depressions would be averted, in spite of the fact that 
current savings comprise only a fraction of the capital in use. 
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lator of the volume of savings. The great bulk of current saving is 
done, as we have seen, automatically and irrespective of the going 
rate oi interest, by the liigh income brackets. Furthermore, that 
part of saving which is the product oi conscious planning is likely to 
be stimulated by the lower rate of interest. People who desire a 
fixed income at some future time must save more to compensate for 
the decline in the rate of interest. This is particularly true of in¬ 
stitutional tvpes of saving. It is commonplace experience, for ex¬ 
ample, that insurance companies have raist'd tlieii preiniiiins on 
annuities as the rate of interest lias fallen. 

Hobson very acutely adds that a fall in the rate of interest is 
often accompanied by a fall in national income from the declining 
level of business activity. It is a fall in the latter which will most 
affect the rate of saving. Because a fall in interest rates and national 
income often go together, however, many people make the error of 
ascribing the reduced level of savings (the concomitant of the 
lower level of income) to the reduction in the rate of interest. 

The second check on overproduction, according to classical 
doctrine, would be the effect of falling prices as a stimulus to 
demand. This check is also defective. In the first place, a steady 
increase has occurred in the monopolistic concentration ol produc¬ 
tion. Monopolistic concerns traditionally respond to declines in 
demand, not by maintaining output and reducing prices, but rather 
by curtailing production and maintaining prices. Such actions, in 
themsches, generate the levels of unemployment and low output 
which are characteristic of business depressions. 

Furthermore, the innate conservatism of consumption, men¬ 
tioned earlier, limits the stimulating effect of falling prices on de¬ 
mand. II people are more or less settled on some over-all level of 
consumption, and if they can also maintain their level of money 
incomes, the fall in prices will enable them to purchase the same 
quantities with smaller dollar outlays. The result will be increased 
savings.*’ Falling prices will have their effects, but the effects will 
not be those looked for by the classical economists. Declining 
prices and the accompanying unwanted growth of inventories will 

*' An e\ eu stronger case may be made out for the ineffeUlveness of price 
declines. It is always necessary to differentiate clearly the .situation of falling 
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finally cause a fall in production, investment, employment, and, 
therefore, national income. The lower level of employment and na¬ 
tional income will lead to a reduction in the volume of saving. The 
shrinking or shrunken money incomes will then be absorbed for the 
most part in maintaining the accustomed standards of living. In 
brief, Hobson is saying that during depressions, saving is reduced 
more than is expenditure on consumption." There ensues a period 
of undersaving, during which stocks of goods are liquidated and 
ecjiiipment is not replaced. Finally, after a period of great waste, 
idleness, and suffering, the glut on the market is overcome, and the 
process of revival begins.*^ 

CRITICAL EVALUATION 

We shall devote this section to a critical analysis of the theory of 
Foste r and Catchings and to that of Hobson, because the present 
xvriter believes that there may be a strong clement of truth in an 

prices from that of fallen prices. Prices which have already fallen, and have 
ceased falling, may have sonic stimulating effect on demand. Prices which an* 
in the process of falling are likely to induce hoarding, as people curtail their 
expenditures in the expectations of being able to spend their money at a later 
time when its purchasing power is greatly enhanced. 

^ This is to say that the marginal propensity to consume is less than 
unity during the downswing as well as the upswing. 

At this point, it might he worth while to discuss briefly the Marxian 
imdcrconsumption theory of the business cycle, mainly becausi* <»f the obvious 
influence it has exerted on thought. It should be noted, first of all, that there 
are really two types ot business-cycle theories espoused by Marx in Capital: 
an imderconsuniption theory and a type of long-niii o\'erin\ estment or stagna¬ 
tion theory. The latter is disciissi^ briefly in the chapter dealing with the 
analysis of ]. M. Keyne.s. See Chapter 4, p. 159, n. 21. 

Marx' underconsumption theory is very similar to tliat of Hobson’s. 
It ct)ntains, however, a very much stnmger class bias. Briefly, the long-run 
\alne of g(H)ds is conceived to derive from the (socially n(’cessary) amount of 
labor time spent on producing them. Liibor, however, is paid only a sid)- 
sislence wage, rather than the full value f>f its product. The difference be¬ 
tween these two sums (that is, the full value of the product of labor minus 
the subsistence wage) accrues to the capitalist class in the form of surplus 
value. The capitalist class, being unable to spend all this surplus value on 
consumption, proceeds to save and invest the bulk of it in new ('apital ec^uip- 
ment. The result is a continuing expansion in the rate of consumer goods 
production. Because the bulk of the income continues to accnie to the 
capitalist class, which continues to save the bulk of it, there develops a de¬ 
ficiency of consumer purchasing p)wer. A glut on the market for consumer 
goods is the inevitable result, with the consequcnc'es described under the dis¬ 
cussion of Hobson. 
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iiiulerconsumptioii approach to biisincss-cycle analysis. We shall 
conclude this section with an attempt to bring together what seem 
to he the elements of tniih in these tlu'ories in a more systematic 
and rigorous fashion than has yet been done. 

Foster and CnUkings 

As Foster and Catchings themselves admit, initially acts of 
saving (which lead to investment) leave the equilibrium of the sys¬ 
tem undisturbed. Workers in the capital goods industries spend on 
consumption the current savings which finance the construction of 
the new capital. Since the production of consumer goods is as yet 
unchanged, the total monetary demand and the total supply of goods 
are unchanged; thus the statement that the equilibrium of the sys¬ 
tem is undisturbed, in the first instance, by the initial acts of saving 
and investment. 

Increased Production Not Necessarily Deflationary. It is true, 
however, that once the new capital equipment is created, it will in¬ 
crease productivity, so that there will be a spurt in the supply of 
consumer goods. In the face of an unchanged supply of money in 
circulation, i.c., an unchanged level of total monetary demand, 
prices must fall. This need not neee*ssarily occasion concern, how¬ 
ever. The new capital equipment is likely not only to increase out¬ 
put, but also to bring about a fall in the costs of production. More 
capital equipment means increasingly roundabout methods of pro¬ 
duction. And, as we know, these roundabout methods result in 
economies of production which lower physical costs of production. 
Moreov^er, if the rate of saving is even, and Foster and Catchings 
have not posited anything else, wc have a right to expect advances 
in technology to place a further downward pressure on costs. 

Expansion of the Money Supply. Furthermore, the supply of 
money may increase (and thus total monetary demand) sufficiently 
to offset the increased supply of goods, and hence prevent a decliiu' 
in the level of prices. Foster and Catchings specifically deny this 
latter possibility. Their reasoning along these lines was illustrated 
with the use of Table 10 earlier in this chapter. This table was 
adapted from one of theirs, and it can easily be demonstrated that 
their reasoning is exceedingly specious. 
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Referring to Table 10, Foster and Catchings contend that in 
the third year the price level must fall below that of Year II, 
unless bank credit is expanded at an accelerated rate. In the first 
place, it should be noted that although output is shown to increase 
in Year III over that of Year 11, the increase is an arithmetical pro¬ 
gression rather than a geometrical one. Thus in spite of the large 
profits earned in Year II, the rate oi increase* of production actually 
declines in Year 111. More important as a defect in their reasoning, 
liowever, is their apparent assumption that the dividends paid out 
by c‘orporations remain iiiiclianged despite the increase in corporate 
]^roHts. Such an assumption is rather spurious, so let us change it: 
W'e may do so by keeping the same relationship between dividends 
and wage's that the authors themselves originally posit, namelv, a 
one to ten ratio. In this case the 10 per cent increase in wages is ac¬ 
companied by a proportionate 10 per cent increase in dividends and 
receipts, both in Year II and in Year III.” The results of tlu'se 
changes are shown below in Table 11. It is to be seen that the rates 


Table II Money and Piotlutiion 



Yeat I 

Vcfir 11 

. Year III 

Output (units of goods) 

1,(K)0,000 

1,100,000 

1,210,000 

Sales (units of goods) 

1,(K)(),0()0 

1,000,000 

1,100,000 

Receipts (dollars) 

1,000,000 

1,100,000 

1,210,000 

W.iges paid (dollars) 

900,(K)0 

990,000 

1,089,000 

Dividends (dollars) 

Money stock at end of 

100,000 

110.000 

121,000 

year (dollars) 

900,000 

990,000 

1,089,000 

Price level 

100 

no 

no 


of increase in the money supply, output, wages, dividends, and 
receipts are all of the uniform figure of 10 per cent, as we proceed 
through Years I, II, and III. With these (much more realistic) 
assumptions, it is to be seen that the price level of Year III docs not 
fall below that of Year II, but rather remains constant. Thus we 
may deny the assertion of Foster and Catchings that bank credit 
must expand at an accelerated rate annually if a fall in the price 
level is to be averted. Their conclusion that “the higher price level 
which results from an increase in the v'olume of money is increased 

° Receipts are also assumed to rise by 10 per cent on the assumption that 
both the workers and the stockholders spend all their increases in incomes 
on. the products of the corporations. 
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at an accelerating rate” is without foundation. A constant rate of 
increase in the money supply may be sufficient to keep the price 
level from falling. 

Money, Prices, and the Level of Employment. Foster and Catch- 
ings assume further that every .expansion of bank credit used for 
productive purposes will result in almost proportionate increases in 
output. By this time the reader should be aware that the broad 
relation between national money income and national real income 
is primarily a function of the levtd of employment. During the 
initial phases of the upswing, large-scale nnemployinent usually 
prev'ails. We may, therefore, expect the expenditure of bank credit 
in the productive processes to result in a rising level of real national 
product. The expansion of bank credit means a higher level of 
national income, and therefore, a higher level of total monetary de¬ 
mand. This greater level of demand may be expected to act as a 
stimulus to production. An increase in the total level of pro¬ 
duction is made possible by the utilization of unemployed resources. 
lIowe\er, as the community begins to approach full employment, 
the continued expansion of bank credit will be reflected more and 
more in rising prices and less and less in rising output. Hence we 
have additional grounds for denying the Foster and Catchings as¬ 
sertion that bank credit must expand at an increasing rate if the 
everexpanding rate of output is not to result in a price fall. Output 
does not continue to expand evenly throughout the upswing. 

]. A. Hobson 

The defects of Hobson's analysis result primarily from errors of 
omission rather than from errors of commission. As one writer 
has said, if Hobson had analyzed the determinants of investment 
with the acuteness with which he described the factors influencing 
the savings function, he would have anticipated recent develop¬ 
ment in our knowledge of national income determination by twenty 
years. This statement puts the matter a little strongly, perhaps, but 
it does contain a large clement of truth. The reader need only com¬ 
pare the discussion of the determinants of the propensity to consume 
in Chapter 2 with Hobson’s discussion in this chapter. Yet from the 
Profits, p. 310. 
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standpoint of business-cycle theory, his failure to analyze the de¬ 
terminants of investment is not his only weakness. With the excep¬ 
tion of his discussion of the wage lag, his analysis appears to suffer 
from a dearth of cyclical factors. The extreme inequality in the dis¬ 
tribution of the national income, which represents the core of his 
thesis, is primarily a secular phenomenon, but it may be of possible 
use in a cyclical explanation. We shall, in fact, attempt to point 
out a possible method of doing .so (in a more rigorous fashion than 
that attempted by Hobson) in our attempts to construct what seem 
to be the prerequisites of an underconsumption theory. 

The “R/g/if Ratio” On another point, Hobsons analysis seems 
to suffer from a degree of circular reasoning. He argues that at 
iuiy time there is a "right ratio'* (a correct proportion) between the 
sums of money spent on the production of capital goods and those 
spent on the production of consumer goods. When relatively too 
much is spent on the production of capital goods the ratio or pro¬ 
portion between capital and consumer goods is “wrong.*’ This 
wrong ratio is the result of the oversaving stemming from in¬ 
equalities in the distribution on national income. Oversaving results 
in the creation of more capita] goods than arc capable of being 
utilized in supplying consumption. 

It is to be observed that this concept of a “right ratio'* is circular 
in its reasoning, for it seems to say that a given ratio is wrong if 
the crisis occurs, but it would have been right if the crisis had not 
occurred. It is necessary that independent means of judging this 
ratio should exist. Furthermore, if the ratio between capital and 
consumer goods is the root of the cycle, there must be changes of 
a cyclical nature in the value of the ratio. Making the changes in 
the ratio a function of a phenomenon which displays a distinctly 
secular constancy, however, is somewhat illogical. It is necessary to 
establish a tendency for the distribution of income to become in¬ 
creasingly unequal during the upswing of a cycle and then less so 
during the downswing if the changes in the ratio of capital to con¬ 
sumer goods production are to assume cyclical characteristics. Hob¬ 
son gives some indication of this in his discussion of wage lags, 
which do make for increasing inequality in the distribution of in¬ 
come during the upswing. 
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Earlier in this chapter we reviewed Hobson’s attack on the 
position of the classical economists with respect to an undercon¬ 
sumption theory of the business cycle.A few additional remarks 
are worth while at this juncture, which will serve to elaborate on 
his criticism and tighten his case against the classicists. 

The Mature of the Inducement to Invest. While Hobson’s 
analysis of savings is a classic, his analysis of investment leaves 
much to be desired. The same is true ol Foster and Catch in gs. 
These writers lease the impression either that all savings are de¬ 
flationary or that only a limited amount is capable of being ab¬ 
sorbed. In the latter case no criteria are given, except the rather 
tautological one of some ''right proportion.” Jt is true that Hobson 
did de\ote some attention to the role of the long run factors of 
growth in providing autonomous investment outlets for savings. 
In doing so, he did make a noteworthy advance in the sophistica¬ 
tion of his analysis beyond that of his predecessors or contempo¬ 
raries. But the exact determinants of autonomous investment and 
the precise role of the latter in the determination of national in¬ 
come and its fluctuations are unsystematically touched upon. This 
is evident in his insistence that (net) ‘'saving (and investment) 
should be directly proportionate to the rising volume of consump¬ 
tion.” Such remarks reveal a degree of vagueness and uncertainty 
about the exact nature of investment in income determination and 
fluctuations. While admitting that savings will not be deflationary 
when invested, he appears to have believed that such investments 
will lead to underconsumption and, therefore, depression. 

Because current savings are never deflationary as long as they 
are invested, it is necessary, once again, to distinguish between 
the categories of inducements to invest. Following the pattern we 
have maintained throughout this book, we may view the induce¬ 
ments to invest as (1) a function of demand derived from consumer 
goods, and (2) a function of outlets arising out of the autonomous 
factors of growth, including population growth, technological prog¬ 
ress, and territorial expansion.*® 

Cf. pp. 258-261, supra. 

This dichotomy of investment stimuli has been discussed at length 
in Chapter 3, pp. 101-104. 
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If there is sufficient investment opportunity arising from the 
autonomous growth factors, savings will not necessarily be de¬ 
flationary, even though they cause a shrinkage in the current de¬ 
mand for consumer goods. Part of the income stream (emanating 
from the production processes) will be paid out as costs of produc¬ 
tion of capital goods, and part will be paid out as costs of produc¬ 
tion of consumer goods. Hence only part of consumer incomes need 
be spt'nt on consumer goods to enable producers of these goods to 
produce them profitably. In fact, it is neccssartf that part of the 
income stream continue to be saved, so that the new investment proj¬ 
ects can be brought to completion. However, if there exists a 
dearth of investment opportunities deriving from the growth factors, 
a rise in the propensity to save or increased savings resulting from 
a diminishing slope of the savings function will in all likelihood 
be deflationary, for they will not l)e invested.’^ A decline in total 
monetary demand will take place as savings out of current income 
are hoarded or are used for the repayment of bank debt. 

The Interest Rate Again 

The classical economists never really conceived of a dearth of 
investment opportunities in any absolute sense. Such a dearth 
could only exist in relation to a given rate of interest. If savings 
tended to outnin investment, the rate of interc'st would fall, making 
feasible heretofore extramarginal investment opportunities. At the 
same time the lower interest rate would reduce the incentive to 
save. Thus the interest rate was conceived to be the factor which 
maintained equality between savings and investment.^"^ 

Some defects in the classical reasoning have already been 

Of course, even a constant rale of .saving will be deflationary in the 
face of a decline in invc.stment opportunities. 

It might be argued that the classicists were aware of the importance of 
the level of income as a detenniiiant of investment. However, because they 
could never conceive «)f an equilibrium level of income at less than full em¬ 
ployment (or at best, considered deviations from such an equilibrium very 
transitory deviations from the norm, and hence not worthy of detailed con¬ 
sideration), the level of income and employment were always parameters in 
their conceptual systems of analysis. Thus the role of fluctuations in the level 
of national income as the equilibrating mechanism between savings and in¬ 
vestment is nowhere to be found in the business-cycle discussions of the 
classicists, to the extent that these discussions are to be found in the literature. 
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pointed out, both in Chapter 2 and in our discussion of Hobson’s 
theory. In the first place, the fluctuating national income is a much 
more important influence on the rate of saving than is the rate of 
interest. The extreme inequality in the distribution of the national 
income (which has been a matter of historical record for many 
hundreds of years) has traditionally meant that the bulk of society’s 
saving has been done more or less automatically by the relatively 
few in the high income brackets. Furthermore, people who save 
(in the various forms of insurance, etc.) for such purposes as old- 
age retirement, illness, accidents, or other emt'rgencies, usually aim 
at some fixed sum. Hence their savings respond in an inversr 
manner to changes in the rate of interest. For this reason, we 
find ourseh es in the rather dubious situation of admitting that the 
rate of interest may exert some influence on the rate of sa\ing, lor 
the whole nation, but exactly in which direction it is difficult to say. 

The Incompleteness of the Classical Analysis, Moreover, the 
total supply of funds available for investment consists only in part 
of saN’ings out of current income. The classical economists pro¬ 
ceeded under the assumption that the supply schedule of savings 
and the supply schedule of loanable funds (i.e., funds available for 
investment purposes) were one and the same thing. But the supply 
of loanable funds may be less than the volume of current savings by 
the amount ol net hoarding and/or repayment of bank debt; or the 
supply of loanable funds may exceed the supply of current savings 
by the amount of dishoarding aud/or current borrowing from com¬ 
mercial banks. The interest rate, in fact, then, is determined by, 
and in turn influences, not only the supply of current savings but 
the total supply of loanable funds, of which savings out of current 
income are only a portion. And the interest rate is raised when 
savings are hoarded or used for the repayment of commercial bank 
debt; similarly, the interest rate is reduced in the face of dis¬ 
hoarding or borrowing from commercial banks. These points are 
illustrated by Figure 31. 

The curve DD represents the demand curve for loanable funds 
when the economy is operating at full employment. This curve may 
be said to be based on the marginal efficiency capital at full employ¬ 
ment. SS is the supply schedule of savings forthcoming at the level 
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of income generated by the fully employed resources. If the curve 
SS were the supply schedule of loanable funds (that is, there is no 
net hoarding or dishoarding or net creation or contraction of bank 
credit), the rate of interest would be Oi, and the amounts of savings 



Figure 31. Loanable Funds and the Interest rate 

and investment would be equal at that rate. If hoarding or repay¬ 
ment of bank debt take place, the curve SS shifts upward to the 
left, to some position Shr, indicating that the supply of loanable 
funds is less than the supply of savings by the amount of hoarding 
or repayment of bank debt. The curve Shr is seen to converge upon 
SS as the interest rises, indicating that the higher the rate of interest, 
the less hoarding, that is, at any given level of income more savings 
will be offered at higher than at lower rates of interest. The rate of 
interest will rise to Oi'; saving exceeds investment by the horizontal 
distance between the curves DD and SS at the interest rate Oi' 
( HH'). If dishoarding or borrowing from commercial banks occur, 
the supply schedule of loanable funds lies to the lower right of the 
curve SS, as indicated by the curve Sdb. The curve Sdh is seen to 
diverge from SS as the interest rate rises, showing that dishoarding 
increases as the rate of interest gets higher. The rate of interest will 
fall to the value Oi"; the amount by which investment exceeds 
saving is given by the horizontal distance between the curves DD 
and SS at the interest rate Oi" {BB'). 

The reader is aware, however, that the national income also 
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fluctuates when the amount spent on investment difFers from the 
sums currently being saved. When savings exceed investment, 
the national income lalls. Referring once again to Figure 31, we 
observe this to be the case when the supply schedule of loanable 
tiinds is Shr. In the diagram, however, the demand schedule for 
loanable funds was taken as a given, or fixed, datum. As a matter of 
fact the demand schedule is also likely to fall following the initial 
decline in national income, for the resulting lower level of total 
monetary demand is likely to cause the marginal efficiency of capital 
to decline. In addition, the supply schedule of savings was assumed 
to be a function of a given national income. With the fall in national 
income, the supply curve of savings will be further reduced. When 
a supply curve consisting only of current savings appears (i.c., 
there is no further hoarding or repayment of bank debt), the 
national income will cease falling. 

Similarly, when investment exceeds savings, the national income 
rises. This is the case when the supply schedule of loanable funds 
in Figure 31 is Sdb. In this case the demand for loanable funds will 
rise with the increase in the marginal efficiency of capital, which 
results from the higher level of monetary demand generated by the 
rising national income. The savings schedule will also rise, as a 
greater volume of savings is forthcoming at the higher levels of in¬ 
come. In this case, the national income will stop rising when a 
supply schedule of loanable funds consisting only of current savings 
intersects the DD curve. 

From the above analysis the reader should recognize that while 
the rate of interest might eflfect an equilibrium between the demand 
for and the supply of savings, it can do so at any level of employ¬ 
ment. There is nothing ideal in any tUffudfare sense about an equilib¬ 
rium position. Equilibrium betweeifpavings and investment can 
be effected with large unemployment prevailing throughout the 
economy, as well as full employment. This the classical economists, 
with their oversimplified system of analysis, did not see. Their 
analysis always assumed the level of income and employment to be 
given. And the level of income which was assumed was always that 
level necessary to provide full employment of a nation’s resources. 
Thus, by this assumption of equilibrium with full employment, they 
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ruled out from possible examination some of the most interesting 
aspects of the problem of fluctuations in national income and em¬ 
ployment. 

The Inflexibility of fJte Interest Rate. A further shortcoming 
of classical interest theory is that the long period equilibrium situa¬ 
tion, in terms of which their analysis runs, is coniiised with the short 
period adjustments to this equilibrium. But it is the short period 
disequilibrium which may constitute the maladjustments wliich are 
at the root of the business cycle. The rate of interi*st, the classicists’ 
chief mechanism for making adjustment in the sliort-period dis- 
cfjuilibriiun situations (and thus for eflecting the long-run equi¬ 
librium), is not the flexible price which classical economists have 
envisaged. Interest rates during periods of downswing tend to de¬ 
cline rather slowly for manifold reasons: The large number of de¬ 
faults on outstanding securities, and doubts about the profitability 
of existing and new enterprises, especially of small (and thus 
financially weak) ones, ])Oth serve to create a sense of great in¬ 
security in the minds of creditors. The result is to increase the esti¬ 
mated risk of loss on loaned funds in the minds of potential lenders. 
This, ill turn, leads to a contraction of loanable funds in the capital 
market. These potential lenders consist of financial institutions (in¬ 
cluding commercial banks) as well as of individual lenders. More¬ 
over, the decline in national income, which usually accompanies 
depressed periods, means that the volume of current savings will 
fall oflF, thereby further reducing the supply of loanable funds. 
Finally, as the rates of interest fall below the levels to which the 
community has grown accustomed in the previous prosperity period, 
the feeling will grow that the new level is only temporary—the rates 
will shortly rise again to their former levels. The possibility of a rise 
in rates greatly increases the danger of a decline in security prices 
and other capital values. The demand for funds to hold in the form 
of idle cash balances {i.e., hoarding) will therefore increase, with 
the consequence that the supply of loanable funds is still further 
reduced. Thus although the decline in the demand for loanable 
funds exerts a downward pressure on the interest rate, the afore¬ 
mentioned factors also serve to reduce the supply of loanable funds 
and hence lessen the fall in the rate of interest. In other words, be- 
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cause of these institutional rigidities, the marginal efficiency of 
capital exhibits a distinct tendency to fall much farther than the 
rate of interest, so that investment declines sharply. 

The Interest Rate as a Cost of Production, Even if the interest 
rate were flexible, however, an increase in the rate of savings will 
probably cause the prices of consumer goods to decline at once, 
while the costs of producing them are not likely to be tiffected ma¬ 
terially by the lower rate of interest in the short run. The portion 
of direct costs of production of consumer goods which are im¬ 
mediately affected by the lower interest rate is small, primarily 
because of the ordinarily frequent turnover of working capital. 
Thus the fall in prices is likely to be mtire rapid than any fall in C‘OSts 
in the immediate future. Moreover, this situation will last until 
the completion of new capital goods effects lower costs and brings 
prices and cost into an equilibrium relationship with each otlu'r. 

But this equilibrium is a long-run adjustment, in which the reduction 
of costs hy inve.vtnirnt has been allowed for. Hence it follows that an in¬ 
crease in saving involves net losses in the production of consumer goods 
before these rediiclious in costs are realized, however rapidly the rate 
of interest may fall.^”' 

The losses in the production of consumer goods may lead to a 
decline in the demand for new capital goods. It has been empha¬ 
sized that the demand for investment goods is derived from the 
demand for current consumer goods production (derived demand) 
and from the autonomous factors of growth. Hence, unless the 
decline in the derived demand for capital goods is sufficiently offset 
by the investment demand arising from one or more of the autono¬ 
mous growth elements, the rate of investment is very likely to de¬ 
cline. Savings will tend to otitrun investment, the national income 
will fall, and a depression will be at hand. 

The Interest Rate as a Rate of Discount. A comprehensive dis¬ 
cussion of the reasons why reductions in the interest rate are likely 
to be confronted with an inelastic demand schedule for loanable 
funds has been carried through in Chapter 4. It is worth while 

E. F. M. Durbin, Purchasing Power and Trade Depression (London, 
Jonathan Cape, Ltd., 1934), pp. 91-92. Quoted with the permission of 
Mrs. E. F. M. Durbin. 
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reiterating at this point, however, the importance of the element of 
risk in dett'rmining the effect of changes in interest rates on invest¬ 
ment decisions. We have indicated that risk and uncertainty may 
be incorporated into the analysis by treating the (market) discount 
rate to include a component tor risk as well as component for the 
rate of interest. From tin’s it follows that the more iin]DOrtant the 
risk component, the less eHeet on the total discount rate will any 
given change in the interest rate have. As a matter of fact, we may 
also expect tht“ risk component to lise in value during pi'riods of 
slumping business activity in consequence of the increasing busi¬ 
ness pe.ssiniisni that appears during such times. In this case, re¬ 
ductions ill interest rales may simply act to offset, more or less, rises 
in the value ol the risk component of the discount rati*, so that in 
the taid the toial market discount rate has remained more or less un¬ 
changed. All this happens ol course in the face of a declining 
schedule of the marginal efficiency of capital, the product of de¬ 
clining current sales. 

Even if th(' risk component of the discount rate did not rise 
during depn'ssions (contrary to fact), howeser, the mere^ exi.st- 
ence of a risk component more or less eijnal in \aliie to the interest 
component will seriously diminish the effects of a given reduction 
in the rale of interest. Suppose investment were established at a 
level where the marginal efficiency of capital and the market dis¬ 
count rate (including a risk component as well as an interest com¬ 
ponent) were equal at 6 per cent. Assume also that the risk and 
interest components each consisted of 3 per cent. Now suppose the 
marginal efficiency of capital fell to 2 per cent. Under these circum¬ 
stances, even if the interest rate could be reduced to zero (an im¬ 
possibility under existing institutional practices), the discount rate 
would still remain above the marginal efficiency of capital (for 
given levels of investment) and the rate of investment would de¬ 
cline. It is clear that the larger the risk component as a portion of 
the total market discount rate, the more difficult it is to effect a 
reduction in the latter pro]iortionate to a given decline in the 
marginal efficiency of capital through a reduction in the intej'est 
rate. 
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The Role of Saving in the Economic Process 

At this point it will be worth wliile to review the function of 
savings in an economy (any economy, but primarily one char¬ 
acterized by capitalistic institutions). In the first place it is neces¬ 
sary to differentiate clearly between the role of sa^'ing in a full em¬ 
ployment economy and its role in an economy characterized by 
widespread underemployment ol resources. In the former, savings 
perfonn a lunction which is indispensable to progress; but in the 
case of an economy operating at less than full employment, any in- 
crea.se in the rate of savings can only ha\e a \erv deleterious eflect 
on the level of income and emplovinc'nt. 

When an economy is operating at full eniphnintMit, the only way 
in which it can expand its plant, ecjuipment, and in\I'utories is by 
having net savings out of current income. Savings in a full- 
employnu'iit economy release factors of production from consumer 
goods industries for u.se in production of capital. Since all factors 
are fully employed (by definition), the only way production can 
be expanded in one group of industries (in this case those produc¬ 
ing capital goods) is to transfer factors (resources) from another 
group of industries (in this case, lho.se producing consumer goods). 
Savings, by re'ducing the demand for consumer goods, make pos¬ 
sible this sequence of events. When we confine our attention to a 
full employment economy, savings are found essential to the as¬ 
surance of a sufficient volume of investment. Our (classical) as¬ 
sumption of continued full employmc'ut implies the adequacy of 
investment outlets. 

When an economy is operating at less than full employment, 
howev^er, the situation is altogether different. By definition, an 
underemployed economy is characterized by a rate of investment 
which is insufficient to absorb the savings that would be generated 
by a full employment level of national income. Any increase in the 
rate of saving can only mean superimposing a disastrous deflation¬ 
ary pressure on an already depressed economy. Since the new 
savings cannot be invested, total monetary demand will diminish 
further. The decline in the demand for consumer goods, not offset 
by an expansion of investment demand emanating from the au- 
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tonomous growth factors, will lower the marginal efficiency of capi¬ 
tal ill the consumer good industries, so that the rate of investment 
will decline even more, and the economy will he further depressed. 
I’lic doctrine of thrift, heretoJore considered to be extremely virtu- 
ous, actually is little short of vicious during periods of depression, 
when considered from the viewpoint of the whole society. 

The Prerequisites of au Underconsumption Theory 
of the Business Cycle 

It is now time to determine what the essential elements of an 
nnderconsnm])tion th(‘orv must be, if it is to contain the truth 
ascribed to it by its authors.The skeleton of an underconsumption 
theory is really (]uile simple. 

11 it can lie proNC’d tliat during the process of expansion certain forces 
ari' generated which caii.se the Rate of S*iviug to increase, llicn the process 
ol expansion will end in ti crLsis chara(‘l('ri/cd hy the apjiearance of 
lo.sses ill the jiiodnctioii ol consumption goods; while if it can he proved 
that during the period ol contraclion the tale of saving d(‘crea.srs, so that 
cfinsumcr demand iiicTcases suflici(*ntlv to wipe out the lo.s.scs being in¬ 
curred in the consuiiicr goods indu.stries, and, in fact turn them into 
profits, then rccoMT) will lie induced.^' 

It has htvu asserted Iw some that any iiiidereonsumplion approach ti> 
the explaiialioii of business cycles is clearly absurd, because of the well-known 
lad that coiisiiniplioii and the le\'cl of eousuiuer goods production holli show' 
remarkable stability during the c*ourse of the cycle. This empirical fact is far 
Irom eoiuiu.si\e, liowecer. The aec'cleration principle attests that a decrease 
111 tlic* rate ol increase in the demand for con.snmer goods is all that is necessary 
to precipitate a dowiitLirii in the demand for capital goods. Fiirtlicrniorc, the 
fact that the ratio of consumption to total national income shows remarkable 
stability may be tlie very thing that causes llie contraction in the (h'muiid for 
capital goods in the con.suiiier goods industries. For if the eoinplt'lioii oi iii- 
\estiiieiit proees.ses iiK’ans an iiicToase in the rate of flow in (‘onsiimer goods 
pi'udtirlwn while the rate o/ .spending on c‘oiJ.siuncr goods remains imcliangc'd, 
producc'rs ol these goods arc going to find their inventories in\oliiiilarily piling 
np on them. E^oll though they coiilraet their output but little, as the statistics 
seem to indicate, they undoubtedly will curtail their orders for iiew' eejuipment. 
Ill the absence of offsetting inducements to invest from the dyiiainie grow’th 
factors, this may provide the ncce.ssarv' contraction in investment to initiate 
the decline in national income characteristic of depressions. 

F. M. Durbin, Purchasing Power and Trade Depression (London, 
Jonathan Cape, Ltd., 1934), pp. 95-96. Quoted with the permission of 
Mrs. E. F. M. Durbin. It is to be noted that these statements take the inducc- 
nients to inv'cst deriving from tlie growth factors as constants. 
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The Hate of Saving and the Business Cycle 

The mechanism through which these cliuuges in the rate of 
saving may he Iwouglit about has already been suggested in the dis¬ 
cussion of the theories of J. A. Hobson. It is a well-known lad that 
during periods of business expansion wages tend to lag behind rising 
prices. The resulting higher profits mean a rc'dislribution of the* 
Jiational income in fax or of individual enterprises. corj^)oraLions and 
their stoekhokh’rs, at the expense of wage earners. In general, this 
means a greater portion of the income going to the latter groups, 
whose propensities to save are liigher than those of wage groups, 
with (he result that the propeiKsity to consume of the whole coin- 
mimity is reduced (or the propensity to saxe, and thus the rate of 
.saving, is increased). The same results may be obtained in the 
absence of a wage lag, however. 

We have obser\'(‘d that either the marginal propensities to con¬ 
sume ol ail individuals or their axerage propensities to consume', or 
both, tend to fall temporarily once the national income c arries dis¬ 
posable incojiie beyond the standards ol lixijig to xvhich households 
have prexiously grown accustomed, by draxving short run con- 
-sumptiofi functions which are cnrxdlinear, incTeasing at decreasing 
rates, that is, xve iiidieate that, in fact, the marginal ajid average 
propensities to consume of individuals <lo behave' in this fashion 
and that the rate of consumption does decline.^Ifoxvever, as is 

Rrcfiilly, ceitaiii eennoniists Iiave assertrd tliat tlu* propt'nsily to eoii- 
siinie is not curvilinear in shape, Imt rather should be drawn as a line 

with a .slope of less than 45'". A stiaiglit liiu* ineaTis that llic sIojh' ol that 
line is constant. In terms of the propensity to c-onsimie, a straigla line would 
mean lliat the marginal propcn.sity to i-onsuinc (which, as xvc liavc seen, is 
the slope of the propensity to consume) remains eoiistant as the national in¬ 
come rises. However, as loiij' as the slope of the propensity to consume is h'ss 
than 45° (i.e., less than unity), the average propensity to consume (the ratio 
of total consumption to total income*) w'ill decline as the national income 
increases. Thu tact that more saving is done at higher levels t)f national in- 
eoinc than at lowTr lev-els indicates that one of these jiossihilities is true, tl\at is, 
that either the marginal propensity to con.smne declines (and thus the pro¬ 
pensity to consume is curvilinear), or, at least, the avtTdge propensity to 
con.sume declines. It should be noted, however, whether the pnjpensity to 
consume is drawn as linear or curvilinear in shape, as long as tlie slope in 
either case is less tlum one, the rate of saving (i.e., the ratio of total saving to 
total income) rises as the national income rises. While there may be reason 
to doubt, whether this leiidcney (of the rate of saving to increase as national 
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pointed out in footnote 18, the rate of consumption {i.e., the ratio 
of total consumption to total income or average propensity to con¬ 
sume) may fall, even with a straight-line consumption function. 
So long as the short run consumption lunction intersects a 45° line 
to the right oi zero national income, the average propensity to con¬ 
sume must decline as the national income ris(\s. 

During the ]Deri()ds of contraction of business, we are able to 
say with tht‘ same assurance that the rate of saving nu’ets the require¬ 
ments imposed on it in the opening ol this discussion. Thus, wage.s 
lag behind prices in the downswing also, and profit margins, there¬ 
fore, contract. Hut it is also true that these periods of contraction 
are characterizf'd by widesprt‘ad unemployment. The incomes of 
wage earners are thus gn^atly reduced, and the threat of jjartial or 
total unemployment may cause them to cairtail their rate of spend¬ 
ing. Nevertheless, there are a priori grounds for believing that tho 
rate of sa\ing does get smaller as national income falls cyclicallv. 
The a priori reasoning is centere*d around the eflorts households 
make to resist reductions in their living standards. Kven faced with 
declining incomes and unemployment, fanv’lies may be expected to 
prevent li\ing standards from falling beyond a certain point. This 
is not to say lliat there is no retrenclnnent at all on the part of house¬ 
holds during periods ol cyclically declining income. Hut at .some 
point, households will prefer to dig increasingly into savings or 
go into debt in an efiort to avoid further reductions in consumption. 
The maintenance of consumption in the face of a declining income 
is synonomoiis with a rise in the rate of consuiiiption (or a fall in 
the rate of sa\ing). Moreover, all statisUcal studies of the consump¬ 
tion function show the average propensity to consume to rise when 
incojne falls cyclically. 

A Sii^gcition for Empirical ^Study 

The exa(‘t mov ements of the rate of saving over the course of the 
cycle are worthy of empirical study. However, the rate of saving 
may take the form of a shift in the propensity to consume itself, or 

incdmc rises) is a secular phenomemm, the statistics do seem to indicate that 
it is true in tlu’ short run. This is all an undiTC'onsnniption theory needs, 
hiiwever, for the bii.sine.ss cycle is essentially a short-nm phenomenon. 
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else the form of a movement along a consumption function (either 
linear or curvilinear) which intersects a 45’ line at a point to the 
right of zero national income, or both. 

It is not too difficult to determine which of these factors is re¬ 
sponsible for the change in the rate of savings. The consumption 
function, it will be recalled, was set up on the assumption that 
consumption varied with the level of national income*. The empiri¬ 
cal studies .should attempt to determine how consumption reacts to 
changes in such other \'ariables as the rate of interest* chaiig(*s in 
the rate of change in national income, changes in the rate of invest¬ 
ment, and other variables mentioned as short-run dt*terminants of 
the propensity to consume in Chapter 2. If consumption (or 
saving) appears to change very little a.s these other variables 
change, it is safe to assume that changes in tlie rate of consumption 
occur as a result of movement along the propensity-to-c‘onsume 
curve. Such changes would arise either from differences in the 
marginal propensity to consume along a curvilinear consumption 
function or differences in the average propensity to consume, alone, 
along a linear function intersecting a 45 line to the right of zero 
national income. If consumption varies with one or more of the 
variables other than changes in national income, then we can sav 
that the rate of savings changes as a consequence of shifts in the 
consumption function, as well as movements alone the function 
itself.^” 
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CHAPTER 9 


SOME STRATEGIC FACT€}RS AI^D RELATIO]>^SHJPS 
WHICH II>JFLIJENCE THE GEMERAL PATTERS 
OF CYCLICAL BEHAVIOR 


THE ROLE OF AGRICULTURE IN THE BUSINESS CLE 

The analysis of the place of agriculture during the* course of the 
business cycle may be approached from two points ol view. One is 
that cycles in agriculture may induce repercussions on the business 
economy such as to set in jnotion the cuiniilativ e forces ot (‘xpansion 
and contraction that we call the business cycle. While making no 
attempt to identify the periods of the business cvcle with the periods 
of harv'est or liv^estock cycles, this point of v^iew takes agricultural 
cycles to be potential initiating or stimulating factors, along with 
such others as population growth, important technological innOva- 
tioiis, a lowering of the interest rate, etc., all of which may stimulate 
a wave of new investment. This point of view may be said to be 
that of most present-day students of the business cycle. 

In the past there has been a second point of view strongly held 
by some, who have attempted to link the period and origin of the 
business cycle with the period and origin of the cycles in agriculture. 
Theories falling within this second viewpoint generally run from 
some event in the solar system (like sun spots and the relative move¬ 
ments of the planets), to the effects of these solar events on weather 
conditions, to the influence on harvests, and from the latter to the 
business cycle at large.’ However, the large body of evidence shows 

^ Foremost among the proponents of this viewpoint have been W. S. Jevons, 
who propounded a sunspot theory ot the cycle; see his Inoestif^ationx in Cur¬ 
rency and Finance^ 2d ed. (London, The Macmillan Company, 1909) (three 
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agriculture to have its own cycles, whose timing exhibits no distinct 
relationship to the general business cycle. At times harvest cycles 
have ino\'ed in the same direction as the business cycle, at other 
time's they have moved in the opposite direction, and sometimes they 
have mo\ed in a manner (jiiite unrelated to the general business 
cycle. There is more or less general agreement that, particularly 
in countries predominantly industrial, the evidence is distinctly 
lacking for a case tliat would show similar jHuiodicitv between 
agricultural and business fluctuations, with the former leading the 
wav. l!]\’en when proponents of such ideas oiler high correlation 
values between agricultural and general business indexes their sta¬ 
tistical methods are oltc'n open to cjneslion, as well as their so-called 
'V iiu sal" rel at ionsli ips. 

It is evident that the present writer is not in sympathy with the 
.st'cond of these two points of \ ievv on the significance of agricultural 
cvclcs for tlu‘ general busini'.ss cvcle. To deny the appropriateness 
ol an agricultural theory of the business cycle (in the .same sense 
that we have an underconsumption or overinva'stment theory), how- 
ev'er, is not to deny all importance of agricultural cycles for business- 
cycle analysis. Such a position “simply means that agriculture is not 
a regularly acting force, tending Ifjpicalhj and regular!ij to help 
initiate recovery, or stimulate revival, or in any other way to play 
habitually the same role in a predominant number of cycles.”" 
Agricultural factors at times undoubtedly affect the timing of v^arious 
phases of business cycles and may coiitribLite to the intensity and 
amplitude of any particular phase, and consequently, to the duration 
of the entire cvcle. but to be a contributing influence is not neces¬ 
sarily to be a decisive factor among those wliich determine the 
character of any particular business cycle or business cycles in gen- 
(‘ral. Let us turn now to an examination of the ways in which agri- 

jJiipiTS on “foininiTfiiil crises”), and II. L. Moore, who developed a raiiifiill 
theory of tlie Inisiness cycle: see his Gmcratiiiff Economic Cycles (New 
York, Tile MacniillaTi Company, 192‘J). More recently, one writer has at¬ 
tempt'd to develop an agrienltiiral theory of the business cyc'le on the basis 
(»f the relationship between agricultural and industrial price movements: see 
V. P. Timoshenko, Role of Agricultural Fluctuations in the Business Cycle 
(Ann Arbor, Uni\'ersity of Michigan Press, 1930). 

"J. M. Clark, Strategic Factors in Business Cycles (New York, National 
Bureau of Economic Research, 1934), p. 62. (Italics supplied.) 
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cultural fluctuations may exert an influence on the pattern of busi¬ 
ness cycles. 

Agricultural Fluctuations as an Influence on the Pattern 
of Business Cycles 

There are two patlis via which agricultural cycles may be ex¬ 
pected to influence the course of business cycles. First, agricnltinal 
cycles will obviously aflect those industrial sectors into whose 
products larin products enter as raw materials. Good harvests will 
u.siially mean chea]) and plentiful raw materials, j’joor crops scarci* 
and costly raw materials. Also aflccted by crop cycl(\s m ill be those 
industries engaged in storage, transportation, and marketing ol 
agricultural products: large crops stimulating acti\ity in these in 
dustries and poor crops damping activity in these sectors. In these 
ways some positive correlation may be seen betwt'cn cyclical move¬ 
ments in harvests and the marginal (‘fficieiicy of caj)ital in the in¬ 
dustrial s<‘ctors of the economy, as a result o( tht\se direct eflects on 
industrial users and handlers of farm products. 

Secondly, fluctuations in harvests may be expected to affect the 
purchasing power, or total monetary demand, of the community at 
large. Do good harve.sts raise aggregate monetaiy dt-mand sul- 
ficiently to raise the levtfl of consumption and perhaps also stiinn- 
lafe new (induced) investment, and is the reverse true of bad 
harvests? 

Before attempting to answer these (|uestions, let us first examine 
the effects of crop cycles on indii.strial users and handlers of farm 
products. We shall then turn to an examination of the problems 
associated with the effects of harvest cycles on aggregate monetarv^ 
demand. 

Effects on Industries Using Agricultural Products 

Of the two determinants of national income—the propensity to 
consume and the rate of investment—it is clear that we should 
confine our analysis of the influence of crop cycles in the present 
case to the effects on investment activities. A large harvest is 
likely to lower the prices of the raw materials in relation to finished 
products. This will be all the more true in the (common) cases 
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where tlie demand for the agricultural products is price inelastic.'* 
For those industries using agricultural raw materials, the resulting 
expansion of profit margins should provide sonic stimulus to the 
marginal efficiency of capital and investment. Similarly, industries 
which are engaged in the handling, transportation, and sales of 
.igri('ultural products might be expected to increase their invest- 
nuMit in exj^auded facilities to handle the increased volume of crops. 
In times of depnvssion busin(\ss activity, if, as is likelv, the new in- 
\eslment is financed out of (‘xpanded bank credit or idle cash 
KaJani es, a general stimulus to business activity is likely to ensue to 
some degree. On the other hand, if this increase in activitv were to 
take pla(‘e in time of full emplovinent, when credit facilities were 
already being strained, an o\ erinvestmemt tvj)e of crisis could result, 
of the kijid en\isioned by the Austrians. 

lIow’cM'r, there are strong reasons for believing that, with the 
exception of efl<‘cts on what might be called the ‘\sloragt‘ industries” 
(to b<‘ discussed shortlv ), little investment in fixed equipment is 
lik(‘ly to occur on the basis of one good harvest. One reason for this 
belief lies in (Ik* lovv' ratio to total average* (‘osts that raw material 
costs ordinarilv play, when oiu* is careful io avoid duplicating raw 
mal('rial costs in estimating them for the cctmoniy as a whole.' This 
being the case, the decrease in raw material costs is not likelv to 
increase the margin of profit .suHicicaitly to w^arrant new investment. 
Out' writer, \‘. 1\ Timoshenko,' has asserted that the fall in agri¬ 
cultural prices relative to industrial prices always increases profit 
margin.s and, hence, business activ'ity. But, in fact, during depres¬ 
sions, when farm jDrices are low relative to industrial prices, losses 

Inolastic’iU of tliMiiiincl for farm products is likely arise hcLausc of llic 
iiK'l.istic' druMiid consiiiucr.s for these products or hecausc (»f llu' usually 
inelastic dcunand on the part of iudiLstrial users of larni products. C'oiisinner 
demand tends to be (price and iiieoiiie) inelastic beeanse farm products are 
usually ueeessities or becau.se, individually, agrieiillural ('oniinodities entail the 
c'.xpeiiditure of only coinparatixelv small portions t)f total income. In tlu* ease 
of indiLslrial users, demand is inelastic because raw materials an* jointly de¬ 
manded along with many other inputs, and usually comprise a rather small per¬ 
centage of total costs. 

Such duplication appearocl in the figures of 11. L. Moore, op. cit., when 
ho estimated the proportion of raw material to total costs as HO per cent by 
examining the gross product for all industries. The actual proportion is approxi¬ 
mately 3313 JHT eeiit. 

^ Op. cit. 
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arc usually being incurred, showing that the spread betw»H*n raw 
material costs and selling price is not great enough, or that raw 
material costs are not important as a ratio to total average costs." 

Tlierc is ('ven a stronger reason for doubting the significance of 
the increase in investment attributable' to a good harvest, l.et us 
grant, for the sake of argument, that low raw material prices do 
succeed in substantially increasing profit margins. Hut if this 
happens only on the basis ol one harvest, (hen there is bound to b(' 
great unetTtainty about the length of the pc'riod of low raw ma¬ 
terial prices. One good harve.sl, or e\en two, is likelv to mean that 
low raw material prices will prevail for a comparativclv short time. 
This means that the value of net rc'venue streams from new capital 
gocxls will be raised only in tlu* near future', [distant rc'venne 
streams will not be affectcxl at all. Rut the necessity of inv esting in 
durable capital equipment, which will yii'ld revenue streams for 
some time into the future, makes it imperative' that future as well 
as very near net revenue streams be raised; otherwise the stimulus 
to investment from the low raw material prices is considc'iably 
damped, if not negligible. 

The same is true of industries which transport and otherwise 
handle agricultural products. None of these industries is going to 
expand its fixed ecjuipment solely on the* basis of one or two good 
harvests, with the imminent threat that more “normar' harvests will 
leave them with idle capacity. More likelv^ in the absence of as¬ 
surances that the large harvests are indicative of a trend, thc'se 
industries will simply u.se existing facilities more intensively, rather 
than make important outlays for new investment. 

Some empirical testimony may be adduced to support the' above 
beliefs. Food products industries, certainly among the most im¬ 
portant users of agricultural raw materials, show very little in the 

‘’’Tlii.s .sami* writer, alniig with others, lias inferred from the fact that a 
low ratio of agrieulturcil to iiidii.strial priees has preceded most ivals in 
husiue.ss activity that thi.s low ratio must he in large part it'sponsihle for tlie 
revival. However, an equally, if luit more, plausible eoiiehision is tliat agri¬ 
cultural priees are low relative to industrial ones hcrausv of the general business 
d(‘pression, and it is the contrary movement of agricultural production in re¬ 
sponse ;t«) price declines which accentuates the spread between iiidii.strial and 
agricultural prices. Certainly, in economics priiiiarilv industrialized, like the 
United States, the latter eonchision scem.s the more plausible. 
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way of cyclical fluctuations. What fluctuations do occur exhibit 
very little relation to the fluctuations in agriculture, which, as we 
indicated earlier, themselves exhibit no clear-cut relation to the 
general business cycle. These bits of evidence, while by no means 
conclusive, do indicate that the total effect of agricultural cycles on 
thes(* branch(\s of industries is probably negligible. 

An Important Exception to the Above Is Storage Activities 

There is a fairly important class of exceptions to the foregoing 
arguments, which Lord Keynes brought to light.' This class ein- 
braet\s what might be termed “storage activities of industries.” 
Fluctuations in the quantity of inirntories^ including agricultural 
stocks, are among the most important causes of fluctuations in the 
rate of iu\estmenl. The remainder of a large harvest which is only 
partly absorbed by industrial (and domestic) users into the maiiu- 
factiiring processes will be absorbed into the stocks or inventories 
of ole\ators, manufacturers and wholesalers. This building up of 
inventories constitutes an increase in the rate of investment. Since 
tin’s iinestment in inventories will probfibly be financed out of cash 
balances or bank credit, farm incomes will be cxpandc*d without a 
corresponding contraction in expenditures elsewhere in the economy, 
so that there will be a net exj)ansion in total monetary demand, as is 
the case of any ime.stmcnt project financed out of “inflationary” 
sources. This elFec't is not entirely offset, c‘ither, particularly in the 
longer period, by the decline in agricultural prices which may ac¬ 
company th(‘ large harvest. Similar!)', in the case of poor harvests, 
stocks will be drawn down to supply current consumption. Such 
an ev(*iit constitutes an act of disinvestment in iiu'entories, a decline 
in the rate of investment at large, unless offset by an increase in in¬ 
vestment elsewliere in the (economy. Of course, in the absence of 
such offsets, the decline in agricultural inventories has deflationary 
consec|U(Mices (assuming, also, that there is not a rise in the con¬ 
sumption function). 

In a later section in this chapter, we shall liave occasion to note 
the role of fluctuations in inventories in bringing about minor breaks 

^ J. M. Keviu's, The General Theory of Employment Interest and Money 
(New York, Uareourt, Brace and (^nnripaiiy, 1936), pp. 329-332. 
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in the path of development of major business cycles. Inventory 
cycles have recently come to play an increasingly important rolt* 
in the explanation of so-called “minor” cycles. To the (‘\tent that 
good and bad harvests contribute to these fluctuations in inventories, 
they help to explain the plumomenon of minor cycles, and thus hel]) 
to paint a clearer picture of the development pattern of major busi¬ 
ness cycles. 

The conclusion from the foregoing analysis is not unwarranted 
that, on the whole, the direct eflects ol large harx ests on the rate of 
investment of industrial users of agricultural products are probalily 
stimulating, if anything; certainly there is little reason to beliexe 
that large harv^ests will have a damping eflect on the rate of invest¬ 
ment. In the opinion of the present writer, the eflects of Iowcm- 
agricultural prices are likely to be n(‘gligible, but still may be 
positive. The eflects on hiv'estmcnt in iinentories definitely appear 
to be positn e and of a significant magnitude. 

AgrUuhural Cycles and Aggregate Purchasing Power 

Marxist cycles will not only aflect cost and hence the rate of 
investment per annum but will also aflect the position of the pro¬ 
pensity to consume. For price fluctuations, the inevitable con¬ 
comitant of harv'est cycles (in the absence of government interven¬ 
tion), affect not only costs, but also incomes. Farm monev incomes, 
or purchasing power, are obviously strongly influenced by the level 
of prices of farm products. Similarly, the purchasing power of the 
non agricultural population is clearly affected by the prices of farm 
commodities. To indicate that the purchasing power of the re¬ 
spective groups is affected by agricultural price fluctuations might 
seem to be belaboring the obvious. It is quite another story, how¬ 
ever, to attempt to estimate the net effects of these price mo\x‘ments 
on the propensity to consume for the community as a whole. 

Most of the available evidence points to an inelastic demand for 
farm products with respect to changes in their prices. Undoubtedly 
then, large crops, producing a decline in agricultural prices,® result 

^ Perliups it should be noted at t1ii.s point that the implicit assumption 
underlying^^Mis discussion of harvest cycles is that the harvest cycles arc taken 
to occur‘ilNl relatively stable economy, or, at least, that crop fluctuations are of 



287 


INFLUENCE OF STRATEGIC FAC:T0RS 

in lower farm incomes; the purchasing power of the farm community 
is reduced. On tlie otlier hand, the piudiasing power of the con¬ 
sumers of agricultural commodities is evidently augmented hy the 
lower prices of these* products. Do the two effects cancel out? Or 
are the net results deflationary or stimulating for the economy as a 
whole? Generalization is almost impossible on any a priori basis. 

Business obviously falls in those industries supplying the farmer 
and expands in those industries supplying the nouagricultural popu¬ 
lation. What the iirt effect is depends on the marginal propensities 
to consume of the two groups involved, the relative gain in real in- 
comt* by the one group as compared to the loss of real income by the 
other, possible /rtgs- in the change in the rate of expenditure of one 
of the two groups (exerting an effect on national income before the 
effects of the previous tvvTi factors can exert themselves), and the 
relative importance of the populations of tiu* two groups. In the 
opinion of the present writer, the loss in real income to the farmer 
is apt to be somewhat greater than the gain to the nonagrarian 
population, tlioiigh by bow much it is impossible to estimate in tlie 
absence of more information on the problem than now exists. The* 
reason is that farmers rely more or less completely on the farm 
jiroduets for their incomes, while nonagrarian consumers spend tinly 
a fraction of their incomes on farm commodities.“ 

Knowledge of the comparativ e marginal propensities to consume 
of the agrarian and nonagrarian .segments of the population is 

c'()iisifl«»ral)lv f;rrat<T iiiagnitucle tliiin tlio {) c-yrlit al niox riiients 
in tlie rest of tlu* ecoiioiny. Tins nnU* slunild s.itisf\ tin- rrader wlio nuu' ho 
wondorinjT about Iho oonsistonev nt this clisoussiun Mith high tann product 
prices and the pro.sporitv of the Ainerieaii farmer in tlu' face of the hiipe crops 
during the nineteen iorties. There is no ineongruitv at all. Tlie explanation 
of the fann prosperity during this pernid is to he found, first, in llic ahnornial 
/oreigri demand for Anieriean fann prodnels; .second, in the govemnunt priei" 
support program; and finally, in the cxlrenieh’ high rate of income and demaiicl 
being generated by the other sectors of the economy. In the last ease, we say 
that the rate of expansion in the iioiifarm sectors nf tlie American economy 
has proceeded at a clip great enough to permit ahsoiption of most farm pro¬ 
duction. Where absoqjtion by the other sectors lias been iiisiiffieient, the federal 
government lias taken up the .slack via its farm price support program. 

** This statement should occasion no real surprise. The idea underlies the 
long-accepted explanation of the tendency of fanners to expand their output in 
the facx* of falling farm priec.s. Professor Hicks has laid great stress on the 
importance of recognizing the role of price changes on the incomes of sellers. 
See Value and Capital, pas&im. 
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virtually nonexistent. There are bits of evidence which suggest that 
the farm populations may have a slightly lower marginal propensity 
to consume than the nonfarm populations.^*' However, a good deal 
of farm savings also finds an almost immediate counterpart in iii- 
\ c*stineiit in some dura})l(* good, usually capital but, if the higher 
income is maintained, also consumer goods. On these bases, the 
higher MPC of the nonfarm groups may offset, more or less, the 
larger loss in real income that may accrue to the farm population. 
On the other hand, the tendency of the farm groups to spend a 
greater proportion of their incomes on durables will im(h)uhtedl\’ 
result in some deflationary effects, as the incomes of tlu' agiicultui al 
groups fall off in the face of the good }iar\ests and ])rice declines. 

There is a tendency to conclude from the foregoing that, in the 
lace of an inelastic demand for farm products, the redistribution of 
real income likelv to result from a good har\(*st may hav'<» .slightlv" 
deflationary results. In industrializc'd countries like tlu' United 
Statc.s, howe\er, where the agricultural population is comparatively 
small, this result, if true, is probably negligible. Moreover, when 
we take account of the possibilities of exportitiff agricultural com¬ 
modities, a large harvest in any particular conntrv may well raise 
the purchasing power of the farm comniiniitv and provide a real 
stimulus to the economy as a whole. 

iiitCDiational Trade in Afrriculiurnl (Commodities 

In the analysis of the effects of agricultural cycles up until now', 
w'e have implicitly assumed a “closed” economy, that is, one whicli 
did not engage in international trade. We shall now take cognizance 
of the effects of international trade. 

The most notable thing about the inclusion of an anahsis of 
international trade is the fact that the world demand for the crojis 
of any one country is much more elastic than the demand at home. 
IIenc‘e, an increase* in the harv ests of any om* country wliudi exports 

IVc.uise fanning i.s a way cif life us well ns a (-oiinncTeiiil propusition 
ill a gooil part of tlie agric ultural set-tor, it is olteii diirieult to sep.irale husiuess 
from pcTsoual outlay.s. Tlie belief that fanners may have a lower MP(^ than 
the iionfarm element.s i.s hii.sefl on the well-known leiideney of fanners to 
devote large portions of iiicrenieiits in income to the ae(|uisili()n of new farm 
equipment and other durable capital goods, or to the payment of interc.st and 
principal-on (often) large debts. 
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is likely, in the absence of similar harvests elsewhere, to result in an 
incre ase in the ineonies of this eoiiiitrv. Moreover, the decline in 
piirehasiiig power that takes jjlace affects the agriciilliiral populace 
of another eoiiiitrv, nol another group in the country under con¬ 
sideration. Fiirlh(‘rmore, since the iioiifarm population at home 
Avill he able to spend more on nonlarm ])roducts, all domestic in- 
dnslrv will e\peri(Mic(‘ a stiimiliis, moie or less. A multiplier clicct 
is also in evidence here, for this situation represents a net increase 
in national inonev income, which, in efh'ct. is an incn'ase in the 
aggregatt* rat(‘ ol investmcjit lor the country at large.*' The full 
extent ol this stimulus will depend, in ])art, on the level of business 
actixity of the foreign contitries, for nations' w'illingne.ss to import 
seems to he largely de|iendent on their owii doim'stic Uwel of in- 
< ()mes. In part, too, th(‘ importance of this “export enect” depends 
on the inijiortance of the domestic demand ol the country concerned 
to tlu‘ total world demand; the more important is the domestic 
market, the less important is the “export ellect.” 

Cotulusions on Effects of Agricnllinal (<\(Ics 

On the whole, xve may conclude that il good harvests ha\e anv 
cllect at all on the general level of business activity, it is a stimulat¬ 
ing one. The net direct effects on iiixestment .seem to point to 
increased investiiK'nt, particularlv when the role of inxcMitorv mow- 
nients is taken into account. The effects on aggregate purchasing 
poxver and the propensity to consume remain oh.scnre, to say tlie 
l(*ast. They appear soinexvhat deflationaiy to the present WTiter, 
hut, at the same time, negligible. When the effects of fort'ign ex¬ 
ports are recognized, a definite stimulating effc’ct seems to he in 
order for a particular country, although not lor the w'orld. 

Opposite results may be expected to accrue from bad harxests. 
The cost of agricultural raw materials xvill undoubtedly rise, there 
will be a decline in the volume of freight traffic and other handling, 
and, perhaps most important, there will be a definite decline in in¬ 
vestment in inventories of agricultural products. In addition, there 

At a later point we shall have oecasion to tpialily the al)n^■e analysis hv 
making allowance for the effects on imports of an increa.se in the money income 
in this fashion. For a leakage on imports limits the multiplier effect like any 
other leakage. 
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will hv a decline in agricultural exports, or perhaps a rise in imports; 

(Ytrris paribus, there is a (algebraical) decline in the net trade 

balance. 

There are ccTtaiii reasons for believing that, especially in the 
more industrialized economies, the importance of agricultural cycles 
lor the problem of the general business cycle should not be o\’er- 
eslimated, if indeed it is. One fairly obvious reason is that the 
“good harvests” which we have been discussing do not iipph' to all 
crops at the same time. Because ol the diflerent weather, and 
phvsical and ccouoinie coiidilioiis that variously alleet farm products, 
good har\ests of one coinmoditv are not necessarily indicative of 
oood harvests ol all crops. It is clear that the ('lli'cts ol a good 
harvest of a single product in an c'conoinv which is botli industrial 
and diversified must be rathc'r negligible. Similarly, all crops nec^d 
not e\ercis(' the same eflect. The results of good liarvc'sts in cottcni 
are probably somewhat diflerent from those* of good wheat harvests. 
If the effects ol good har\c*sts are to be at all substantial, there is 
little doubt that a wide variety of commodities must bi‘ alleeted 
simultaneously. The same is true of bad harve.sts. 

A further n*ason for minimizing the importance of crop cycles, 
one at which w'e have con.stantly hinted, lies in the steady dc*cline in 
importance* of agricultural prodiu'tion as a jjortion ol total produc*- 
tion. Technological progress and other advances in our industrial 
.sv''stem.s have had many ellc'cts in this direction. It has made po.s- 
sible a trc'inendoiis expansion in the productive polc^ntial of agri¬ 
culture. At the same time the amount of labor recpiired for agri¬ 
cultural production has been greatly reduced, lii fact the portion 
of total resource's dev'cHed to agiiciiltnn* has been reduced con¬ 
siderably. Technological progress, capital formation, etc., liave 
also led to a huge expansicjii in industrial production, not only ab- 
soluteh’, but also relatively to agriculture. The rt'sulling rise in 
incomes has led to a large decline in the fraction of their incomes 
that people .spend on farm products, particularly food. As national 
incomes rise, economies have persistently tended to devote larger 
and larger portions of their resources to nonagricultural goods and 
serv ice industries, and proportionately less to agricultural industries. 
The inevitable result must be a steady diminution in the ability of 
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agricultural cycles to be more tjian a disturbing influence in the 
dex elopment of general cyc lical patterns. 

Mention might also be made of the more recent developments 
of government policies as a stabilizing influence on crop cy cles. The 
emphasis on the “ever-nonnal” granary, the incrc asing role of price 
supports in oiu' form or another—l)oth of these have had the effect 
of stabilizing the degrcv of pric'e iluetinition in response to (Top 
cycles. The effects on farm pric-es and raw material costs are thus 
reduced, as arc the cflects on acti\ities ol the tran.sportation and di.s- 
tributiiig industries and farm iiiconu's. lIowe\er, unless tlie gov- 
cTiunent finances the acc^iiisition of th«*se stocks in a noiiinflalioiian' 
manner ( Lr., iroin taves or l)ond sales to the public or institution^ 
other than c‘oinmc‘rcial banks), thest* activities still constitute a 
potentially important source of inflationary net in\c\stmcnt. 

We mav conclude, then, that agricultural cycles arc a fac'tor to 
l)e recognized in a full evplanatiou of business cycles. This docs 
not mean, we repeat, that it is correct or accurate to consider an 
agricultural theorv as a possible alternative to the theories of the 
l)usincss cych’s discussed earlier in this book. Oop fluctuations an 
altogether too random, that is, thev fail entirely to follow any sys¬ 
tematic cvciical pattern and hence do not permit the* development 
of a complete and colu'sive theorv in the manner attempt’d by the 
earlier discussi'd theories. Rather, harvest fluctuations mav be best 
considered as disturbances v^hich at times impart an iinj)ulse to llu' 
cyclical mechanism of the economic system in the same inaniu'r as 
do wars, new discoveries, new markets, etc. In this way recogni¬ 
tion of their influence serves to complement, ratluT than supplant, 
theories like the ones di.scussed earlier. Where the latter, in the 
main, concentrate on the behav'ior of the cconoiny in rt'sponse to 
disturbances such as waves of innovations, or the opening up of new 
territ(3ries, etc., explanations of the effects of agricultural cycles, lik(' 
the foregoing, add to the list of disturbances and perhaps demon¬ 
strate the manner in which crop cycle's may disturb the economy 
and/or the cyclical pattern.’- 

’“Note shrmld be taken, too. of the extreme cyclical vulnerability of tlic 
rtgriciiltiiral sectors of economics wlio.se agricultnral component is a small part 
of the total eeonoinv’. As is well kiiowm, et'rtain rather unique features of 
agricultural supply and demand fuiictioiw tend to make the agricultural sectors 
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COST AND PRICE MOVEMENTS 

Costs and Prices: Time Lags and Profit Margins 

During tlie course of business evclcs all prices do not move to¬ 
gether. Wages tend to lag behind sc*lling prices, especially iu the 
early stages of cyclical revi\al and recovers Other costs, such as 
interest rates, remits, and salaries, also tend to lag considerably Ix’- 
hind selling prices, because of their contractual nalnn-. Becaust' 
most plants, in the initial stages of the upswing, are usually operat¬ 
ing far below normal capacity, operating ^marginal) costs will ris(' 
rather slowly (or may e\en fall for a short tinu' as output e\]Kinds). 
In other words, costs in general exhibit a decisi\e time lag behind 
sfdling prices during periods of upswing in most business cycles. 
The result is, of course, that profit margins expand rapidly during 
the (‘arly stages of re> i\al and create a much grc'ater pott'iitial sourci‘ 
ol impetus than would be the case* if costs and selling prices niOM’d 
together. 

During tli(‘ upper slagcxs of the cycle there is a strong l(*ndenc\ 
for costs to catch up to selling prices. In the* first plac*e, lor \arious 
reasons, the rate* ol ificrease in selling prices slows tlown considt*r- 
ablv, making it easier for costs tf) catch up. Wages will gradualK' 
increase, and in an era of strong trade unions, the pressure tor higher 
wages is a coiitiiiuing one, especially in pt'riods of pros])erity. In¬ 
terest rates in general will tend to rise, as th(* demand for loanable 
funds tends to outrun the supply; this will be especially true of 
bank rates, as banks begin to led the pressure ol reserve require- 

ol Uu* highly iiidiislriiihzed i.*c'(iiioiiik*s of the West iiiiich more unstable than the 
iiidiislrial seetor.s. Tlic features referred to are l\pieall\ the extreme priee 
ehistieity ol the supply iiinetions (which, because nl hicnme effects of price* 
changes, are often backward .sloping) and the extreme inelasticity of demand 
for agricultural prtjducts, both with respect to priic and income. As a result 
of these factors, agricultural prices and inctnnes ha\e, in the past, tended to 
finctnate more widely than their couiiteqjarts in the industrial sectors during 
th(' course of general cyclical iiiox eineiits. There is little doiilit that the ex¬ 
treme instability of farm iiieoinixs and prices lias tended t() contribute to the 
intensity and amplitude of tbe different phases of the business cycle, c\'cn in 
tlie ca.ses where agriculture is largely a passive factor—the butt of the cyclical 
iluiIllations in the industrial sectors. For an excellent diseussion of this role 
of agriculture, see T. W. Schultz, Agriculture in an Unstable Economy (New 
York, MyGraw-Ilill Book Company, Inc., 1945). 
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incuts and, possibly, higher central bank rediscount rates. Other 
contractual cosls will also rise when the contracts expire, in the 
face of rising prices elsewhere. 

Costs will rise with the employment of less efficient workers, 
with the working of existing plant and e(piipmeiit more and more 
intensi\(*ly and the bringing into operation of idle, less efficient 
plant and equipment. Furthermore, when profit margins are good, 
manageineiit tends to grow lax: an increasing amount of waste and 
inefficiency appears, and is tolerated or goes unnoticed. 

As costs b(*giii to catch up to selling prices, profit margins start 
to decline. The condition of rising costs may well hasten a dowai- 
tiini in business activity which w'as in the making and which might 
at least liax e been postponed had costs not risen as fast as they did. 

C)nc(‘ tlie decline sets in, the persistent tendency of certain costs 
to lag behind falling prices tends to accentuate the effects of the 
downswing on existing firms. H(‘avy o\erhead costs in the form of 
interest, depreciation, and obsolescence charges, etc., tend to play 
ha\oc with all firms, but particularly those whose financial resources 
are not strong (but who may be (juite t‘fficient in the technical 
sense). The presence of fixed charges forces many highly efficient 
but financially weak firms out of business quite indiscriminately dur¬ 
ing the business cycle.’ ’* 

While the reduction of overhead charges would undoubtedly 
tend to relieve the financial pressure on existing firms, and thus act 
as a mitigating force on the deflationary pressures that characterizt' 
a major downswing, there is some danger of exaggerating the bene¬ 
fits to be derived from cost reductions. The danger is that of mis¬ 
placed emphasis in approaching the problem of business-cycle 

* ■ Thc'rc have been in tlit* past, and perJiaps enntiniu* to he, those who ha\c 
^ie\vt’d the biisine.s.s cvi'le a.s .i “catharlic” for ridding the ec’»)noiny (»f marginal 
(in tile effieiriicy .sense) finiis. However, major evelieal depressions arc 
n.snally .so devastating in theii efleeLs that they tend to sweep aside all bnt tlic 
most financially powerful finns. Ihifoiiniiately, finaneial strencth tends to he a 
function of size rather than ellieieney, and the \ery large firms, contrary' to 
niost popular notions, are seldom the most elfieieiit. Their usually great financial 
strength, however, renders tliem rather impen'ions to the tidal waves of economic 
and financial collapse. The smaller, bnt often more effieienl. firms are fre- 
tpiently engulfed. Viewing .sympathetieally the suppo.sed function of business 
cycles as a means of ridding the economy of marginal finns is ec|uivalent to 

agreeing with the practice of burning down houses to roast pic. 
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policy. Thus there is some doubt concerning the efficacy of a reduc¬ 
tion in the general level of wage and interest rates both on the out¬ 
put and investment ot existing firms and some doubt about the 
impetus such reductions would give to the ai^pearance of new firms. 
Much of the reasoning behind this statement has already been de¬ 
veloped in Chapter 4. It is highly improbable that in the face of a 
general decline* in total monetary demand, cost reductions can be 
really effective as an actual stimulus to business acti>ity. It is 
true, as in the case just mentioned, that losses might be kvss in many 
cases, but it is extremely doubtful, in the face of a continuing decline 
in f/ggregatr demand, that smaller losses, bcoaiise of cost reductions, 
could provide the basis for the Aoliime of investment of the order 
of magnitude required for a major upswing. Much inorc* is to be 
gained, in the opinion of the present writer, by concentrating on the 
factors which are behind the deficiency in investment and, perhaps, 
ill consumption, for low levels of both of these (the latter in some 
relative sense) invariably mark the downturn of business cycles. 

Cost-Price Movements and Other Business Cycle Theories 

Time lags between costs and prices should properly be construed 
as surface manifestations of deeper underlying cyclical forces. The 
more interesting (juesticnis begin to arise when we seek the reasons 
for the expansion and contraction of profit margins, besides the 
relative differences in the rate of change of costs and selling prices. 
It is the underlying reasons which provide the basic goal of business- 
cycle theory. What factors provide the impetus which induces 
investment to start upward in the first place? For prices begin to 
rise only in response to a significant expansion in investment ac¬ 
tivity, and, often, in the presence of large-scale unemployment, 
prices do not begin to rise significantly for some time. Then, what 
causes the rise in prices to slow down in the upper reaches of the 
business cycle? It is the answers to these more searching questions 
that the theories of the business cycle discussed earlier try to answer. 

Some writers, notably the late Professor W. C. Mitchell,’* have 

Mitchells attempts to develop a theory of the cycle out of relative 
movements in costs and selling prices are to be found in most of his voluminous 
works on business cycles. Among his more prominent works, the following may 
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attempted to make a theory of the business cycle out of cost-price 
movements. However, these attempts appear to be cases oi mis¬ 
taken emphasis. We must agree with Professor Haberler that any 
theory of the business cycle is perfectly consistent with expansions 
and contractions of profit margins.^*’ In private-enterprise econo¬ 
mies, such as the ones we have under consideration, the moving 
force is the profit inotixe. It is e.xpected profits (the marginal effi¬ 
ciency of capital and the rate of interest) which form the basis of 
all investment decisions. “In a compt‘titivo business c*conomy, the 
statement that a restriction in industrial activity is due to the fact 
that production cost has risen above selling price does ncvl add very 
much to the mere statement that industrial activity has been re¬ 
duced. . . ." The net outcome of any tlieory of the business cycle, 
whether it be imdc'rconsumption, overinvestment, Kewnesian, or 
what hav'e yon, is that expected prices do not covi^r costs of produc¬ 
tion, or using our terminology, the marginal efficiency of a contem¬ 
plated investment is less than the interest rate, so that the inv'est- 
ment will not be undertaken. 

It is true that costs rise as upswings ])roceed, but, except for the 
interest rate, the more intcTC'stiiig questions concern the reasons why 
selling prices do not continue to rise to oflsct the rising costs. There 
have been times when prices did continue to rise faster than costs 
for extended periods, but finally slowed down. Investigation of 
the reasons for the slowing down of the price rises undoubtedly 
sheds much more light on the nature of the cyclical forces than 
investigation of the reasons for the rise in costs. 

The superficiality of the simple cost-price approach is demonstra¬ 
ble by considering some of its implications. One implication is that 
if factors like waste, utilization of stand-by units of plant and equip¬ 
ment of inferior quality, the employment of less efficient workers, 
etc., could be eliminated, the business cycle would disappear. In a 
similar vein, to treat the rise in interest rates as a simple rise in costs 

he cited: Business Cycles, The Problem and Its Setting (New Yoik, National 
Bureau of Economic Research, 1927), and Business Cycles and Their Causes 
(Berkeley, University of California Press, 1914). 

Prosperity ana Depression (Lake Success and New York, United Nations, 
1940), pp. lOfi-107. 

Ibid., p. 100. 
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is to ignore some of the crncial questions about why the interest 
rate rises, such as the monetary or overinvestment theories try 
to answer. 

A further implication is that a contraction of costs through 
elimination oi waste, the emplovment of only efficic'nl workers, the 
lapsing back into idleness of old plant and ecpiipment, etc., is 
sufficient to bring about a rate of investment great enough to start 
a major cyclical revi\'al. Such a position is extremely tenuous, to 
say the least. In the absence of some factor like a great innovation, 
a large incr(*ase in demand, the discover)^ of new markets and/or 
territories, etc., a revi%al induced by cost reductions of the type 
under discussion is likely to be very anemic and short-lived.^^ 

On the whole, therelore, it would seem In'St to regard tlu* time 
lags betw'^eeii costs and selling prices in the same light as that of 
the other strategic factors under discussion. That is, the’ tinu* lags, 
which vary considerably from cycle to cycle, are among the factors 
which influence the co\irse of the different cycles, contributing to 
the explanation of the various phases of the cycles, and helping to 
giv'e each of the cycles an individuality of its own. 

THE ROLE OF EXPECTATIONS 

In previous chapters we have variously had occasion to note 
the exceeding importance of expectations in the decisions that 
businessmen must constantlv make. Production and inv^estmenl 
decisions in the modern industrial economies of the* world today are 
made largely in anticipation of juiure demand, costs and prices, 
etc. But the future, we have seen, consi.sts mainlv ol the unfore¬ 
seeable, the unknowable. And the further into the futin e a current 
decision must be projected, the more uncertain is its oiiteome. It is 
the element of unverfaxnUj about the future that makes expectations 
such an important factor in the cyclical mo\’(*meiits of the mochn-n 
industrialized economies. 

If economic events of the future were foreseeable or predictable 
at least in a manner subject to the laws of probability, our present 

The clusely related problem of general wage-price flexibility and iii-‘ 
vestment has been discii.s.sed at length in Chapter 4, pp. 160-179 and is further 
disGlissed. in Chapter 15, pp. 602-609. 
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statistical tools could be used by businessmen to evaluate rather 
closely the outcomes of various decisions. Expectations in this case 
would occasion little difficulty. They would tend to be much less 
volatile, and the amplitude of their fluctuations that did remain 
would tend to be much more narrow. 

It is pr(*eisely because the ccouoniic phenomena of the future 
are not subject to the statistical laws of probability—are, in fact, 
surrounded by all sorts of doubt and uncertainty—that expectations 
warrant s('rions consideration in a discussion of the elements ol 
business-cycle analysis. Once the element ol objecliN'ity is removed 
by the uncertainty attached to the future, the possibility of “wa\'es 
ol oplimisin and pessimism” comes into full sway. Thes(‘ wavt's of 
optimism and pessimism demand separate treatment, apart from the 
\arions factors disenssed in connection with the cycle theories dis¬ 
cussed earlier and the other strategic factors discussed in this 
chapter. 

Like the other strategic factors discussed in this chapter, how¬ 
ever, the role of expectations should properly be considered as a 
supplement a rtf one, rath('r than oik’ ofl(*ring the possibility of a 
complete, integrated theory unto itself. Psychological factors pri¬ 
marily affect the timing, intensity, and ainplitiiile of various phases 
of the different cycles, and thus lielp to di-termine the duration of 
the various rycl(\s. They arc* much too random, hovve\’er, to permit 
the development of a thoroughly svstc'inatic theory of the cycle from 
th('m alone. Hcaice, as with the other strategic factors, wc shall treat 
th(‘m as disturbances in the pattern of cwlical beha\ior. Optimism 
is the inevitable concomitant ol the prosperity phase of the business 
cycle, pessimism the attendant of depression periods, and eac*h of 
these, as we shall see, may also indirectly affect the opposite phase. 

The Sources of Optimism and Pessimism in Expectations 

We have observed that it is the element of uncertainty about 
the future that gives rise to waves of optimistic and pessimistic ex¬ 
pectations. The reason is that the uncertain, unknowable future 
provides a veritable breeding ground for error in the expectations of 
businessmen. Professor Pigou, among many others who have em¬ 
phasized the importance of erroneous expectations as a source of 
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instability, has pointed out most clearly the precise sources of error 
in the modern economic svslems.'^* 

The most obNioiis source of error lies in the chief chara(‘teristie 
of modern production—production in aiitici])ation of demand. The 
result of this type of production is the substitution ol ('xp(x*ted for 
actual facts, in a system where (unpredictable) c/iz/ii^c is the 
normal thing.’’' Under these conditions’, mistakes in the expecta¬ 
tions of businessmen become a \erv real possiliilitv. Even here, 
however, the implications of erroneous expectations would not be 
so important if it were possible to alter easily production and in\est- 
ment plans once forecasting errors were realized. Ihit economic 
systems which produce in anticipation ol demand invariably also 
utilize roundabout techniques ol production and much durable 
equipment to produce their goods, which ellf'ctivclv prevent (piick 
changes in production plans. 

The Effects of Round about rrofhution Teihiiujiics 

A roundabout production process may generally be descrilied as 
one which involves a considerable tiin(‘ interval between the 
moment a decision is made to produce a good, capital or consumer, 
and the time the finishc'd product makes its appearance'. The 
longer the time period involv^ed, the more important are likely to 
be the errors in estimates of future demand, for the longer the time 
period of production, the greater the possibilitv" of some unforeseen 
event, and the greater the possibility that iIk' errors will cumulate 
and appear, finally, in greatly magnified form. lienee it is that in¬ 
dustries producing heavy durable goods, whose time periods of 
production often occupy many years, seem to show the greatest 
amount of error in forecasting and the widest fluctuations in the 
course of the bu.siness cycle. Once the production processes in 
the capital goods industries have proceeded beyond any but the 

See A. C. Pigoii, Industruil Flmiuatiom (London, M.ieinilLiii flf Com¬ 
pany, Ltd., 1927), especially Chaps. VI and VII. Othei references are to be 
found at the end of this cliapter. 

^”As indicated earlier, if there were no change in tlie vaiiables of the 
economic system, that is, if the Stationary State were a reality, or even if 
change took place in more or less a predictable way, production in anticipation 
of demand would provide no difficulty. It is tbe unpredictable character of 
change which provides the source of error in exjiectations. 
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very initial stages, the realization of error in expectations is of little 
avail. In spite of a decline in the demand for the final product, for 
example, the investment process must be completed if total loss of 
invested funds is to be avoided. Processes are verv often brought 
to fruition in circiimstanees of demand very different from those 
which prevailed when the in> c'stiiieiit projects wc'it* undertaken. 
And, of courst‘, in the dvnamie societies of the modern industrial 
age, wh(‘re unpredictable change is a commonplace, a great many 
things may happen to upset the calculations of businessmen during 
the Jong inl(Tvals between the time ])roduction and investment 
processes are begun and the time they begin to bear fruit. 

The hifliietue of Comhetiiion 

To a large extent, muc h of the c‘rror arising from the roiiiidaboiit- 
n(‘ss and the durability of the processes of production might be 
('liminated were it not for the competitive type of economy that 
pre\'ails in most countries. In a competitive system of enterprise 
accurate knowledge of the actions of competitors in response to a 
change in demand, for instance, is difficult. Particularly is this so 
in the presence of the (»xtreine prc'cautious tlie average firm takes to 
surround its activities with an aura of secrecy, in order to avoid 
placing itself at a "competitive disadvantage.'’ The result of this 
situation is a tendency on the part of most producers to pay too little 
attention to similar actions of competitors. During periods of boom 
there is a tiMjdency to undcrcsiimatc the expansion in production 
plans of competitors, that is, to exaggerate the share of total demand 
of the individual firm. Under the pr(*ssnre of the pessimism which 
usually accompanies slumps, busiuessmeii tend to ov'erestiinate the 
level of prodnetion on the part of eoinpc'titors. 

The result of underestimating tlie expansion programs of com¬ 
petitors during upswings is that selling prices turn out to be con¬ 
siderably lower than anticipated, because the supply appearing on 
the market is greater than expected. Realized profit margins may 
be less than expected not only because selling prices are lower 
than expected, but also because costs often turn out to be higher 
than expected. Failure to recognize the extent of the expansion 
activities of competitors not only results in underestimation of final 
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aggregate supply, but leads also to an iin derest ini at ion of the effects 
these e\paiision activities will have on the upward movements of 
such costs as bank rates, wage rates, raw material prices, etc. Each 
of these costs will tend to be higher than expected because the de¬ 
mand for the factors involved will he greater than anticipated, 
both the higher-than-cxpectc'd costs and tlu’ lower-than-e\pcctcd 
selling prices, of course, make the actual profit margins less, oftcji 
considerably, than the anticipated ones. As we shall soon S('e, a 
period of retrenchinent will ensue, being espc'cially se\'ere if the 
expected profit margins actually liim out to be losses. 

Jn a similar fashion, during periods of recession and depression, 
the accompaiiviiig pessimism often leads firms to ovcrcsiitiiatc the 
rate of producing activities of (heir competitors. To a large extent 
this impression is created and given credence by the continued 
strong outflow of production for extended periods after nt*w orders 
have declined. The reason tor this evidently lies in the roundabout¬ 
ness of production, whereby goods are brought to f mi lion long 
after they have been orderc'd or started in the production process. 
The reasons notwithstanding, the tendcMicy to overestimate the pro¬ 
duction of competitors leads to an exaggerated vif‘w of the magni¬ 
tude of future supply and future price declines and of the height 
of input costs; production and investment, etc., are thus contracted 
much more than is necessary to bring supply back into a profitable 
relationship with demand. When stocks become exhausted faster 
than anticipated, when prices are higher and costs lower than fore¬ 
seen, when profit margins begin to widen earlier than expected, the 
stage is set for an upswing in the level of biisinevss activity. 

Effects of Speculation 

The effects of competition as a factor tending to make for errone¬ 
ous expectations are enhanced by the great amount of speculative 
activity that prevails in the presence of ignorance, both about the 
future and about activities of competitors. Specifically, we have in 
mind the large-scale inventory speculation that is carried on by 
middlemen and retailers during the course of upswings. Once up¬ 
ward price movements begin, these groups tend to increase their 
orders not only to meet current increases in sales, but also to increase 
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the size of their stocks in anticipation of selling them in the future 
at considerably higher prices than those at which they were bought. 
The result is increased orders to manufacturers—at a faster rate than 
final demand is expanding. \Vlieu orders begin to be dcUven^d at a 
faster rate than that at which buyers are willing to take them, orders 
are sharply curtailed in an edort to keep inventories troin piling ii] 5 . 
Prices will also be cut for the same reason. The .significance of this 
specnlatiA'c activity is that once the break comes, prices and orders 
to inaiuifactiinTS will tend to fall much fa.ster in the presence of 
inventory unloadings than they would have if ord(Ts and produc¬ 
tion had been geared more closely to current demand alone. 

The Proximity of Businessmen to Etuh Other 

Because of various relationships which businessmen have witli 
<‘ach other, it becomes a fairly simple thing for optimistic or pessi¬ 
mistic outlooks to spread quickly thronglionl the business com¬ 
munity, taking the form of “waves” of optimism and pessimism. 
Finns in the same industry, for various reasons, tend to concentrate 
in the same geographical areas, making it possible to exchange \ iews 
fairly easily. The same is tnie iii the big cities where giant office 
buildings con'aining hundreds ol offices abound. Similarly, in 
most cities, a variety of businessmen’s clubs and trade associations 
exist which also afford an easy and convivial exchange of \ iews and 
opinions. Insofar as businessmen in the large cities also tend to 
inhabit the same or contiguous .suburban communities and ride the 
commuter trains together, they have additional opportunities for 
giving forth on the current business situation “as they see it.” The 
widespread use of trade journals and business report sheets, too, 
facilitates no end the spread of the prevailing state of mind in the 
business community. 

The prevailing state of business sentiment also wends its way 
throughout the business community via the various interfirm buyer 
and seller relatiou.ships. A spirit of optimism on the part of one 
group of firms will probably lead to increases in orders from their 
suppliers. These, too, may increase orders from their suppliers, and 
so on. A chain reaction is thus set in motion. Firms inclined to be 
on the optimistic side will now be, more or less, reassured in their 



302 THEORIES OF THE BUSINESS CYCLE 

optimism; the groundwork is being laid for possible future over- 
optimism. In the same way, pessimism on the part of a few, who 
proceed to contract their orders to their suppliers, starts a chain 
reaction in a downward direction, and confirms the doubts that mav 
have begun to lurk in the minds of many businessmen. 

Debtor-creditor relationships also proxide a network of inter¬ 
relationships through whicli trickles of optimism and pessimism mav 
assume wavelike proportions. If a spirit of doubt prevails, for ex¬ 
ample, this doubt mav seemingly be confirmed bv a change in the 
behavior of some firms in their credit relationships. A number of 
firms may go bankrupt, for example, and out of this development 
may come a whole series of ramifications. Perhaps creditors of the 
bankrupt firms mav be financialK^ embarrassed bv their collapse 
and proceed to demand payment on notes and accounts receivabh' 
ahead of schedule. The possibilities of a chain reaction in tlu* form 
of the contraction of outstanding credit are clear. Right in the 
middle of this action may be the commercial banks, who, observing 
the rise in business failures, themselves may tighten up their credit 
activities, by raising interest rates, strengthening collati'ral require¬ 
ments, refusing to renew a certain portion of outstanding loans or 
decline requests for new ones, and so forth. The possibilities of a 
liquidity crisis are very real, particularly in the modern industrial 
svstems, where the bulk of business transactions are carried on 
with the aid of a vast system of credit. The numerous liquidity 
crises of the past attest to the reality of this danger. We should not 
forget, too, that the great liquidity crises of the past have been 
made possible by the extreme ease with which credit is extended 
during the periods of optimism that accompany many of the cyclical 
upswings in business activity. Business firms, commercial banks, 
and other credit institutions, all contribute to the spiral of credit 
expansion which ultimately contributes to the intensity of the 
periods of cyclical decline.-*^ 

As we have noted earlier in another connection, the large holdings of 
Federal government debt by commercial banks in tlie United States will un¬ 
doubtedly greatly reduce the extent of hank credit contraction. For the govern¬ 
ment certainly is not going to pay off any debt during periods of deflation, nor 
are banks likely to try to unload much of government debt. Moreover, central 
banks the world over are sure to pursue very easy credit policies in such times. 

(Continued on next page.) 
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Errors of Optimism Lead to Errors of Pessimism 

Errors of optimism and pessimism are not independent of each 
other. Rather, they lend to provide the basis for each other. The 
larger the error in one direction, the larger tends to be the error in 
the other. Thus, starting from a time of slump, assume one of the 
many possible stimuli to the marginal efficiency of capital sets in. 

The ensuing investment processes will ordinarily be financed via 
the acti\ ation of idle cash balances and the expansion of bank credit. 
It may thus be cwpected that the money incomes of the v^arious in¬ 
dustrial groups will rise, and along with this their coii.sumption. 
The increased expenditures may be expected to stimulate biisiness- 
incn throughout the economy, who themselves will Ix' induced to 
expand their production and orders for new capital goods. In the 
meantime, however, because of the laps(' of time involv^ed in the 
production picK-esses, money income and demand will be expanding 
tit a faster rate than the output of finished goods, consumer as 
well as producer goods. The result will be a rise in prices. Such 
a rise in the level of prices serves to push the marginal efficiency 
of capital up still further, to reassure producers that their expecta¬ 
tions were entirely correct, with the result that production and in- 
\estment are likely to expand some more. Even if the original ex¬ 
pectations were, perchance, correct, however, the wave of optimism 
bred during the expansion process too often leads to ouerexpansion. 
When the finished products do make their appearance in substantial 
(piantity, prices arc likely to fall and lead, as a result of the now- 
realized erroneous expectations, to periods of undue pessimism. 
The marginal efficiency of capital takes a drop far below, often, the 
actual rate of return viewed objectively. 

We may well use Keynes’ oft-quoted passage to describe the 
transition from undue optimism to equally undue pessimism. 

It is an essential characteristic of the boom that investments which 
will in fact yield, say, 2 per cent, in conditions of full employment are 
made in the expectation of a yield of, say, 6 per cent, and are valued 
accordingly. When the disillusionment comes, this' expectation is re- 

riie possibilities of a repetition of the extreme liquidity crises of the past are 
thus fairly limited. 
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placed by a contrary “error of pessimism/’ with the results that the in¬ 
vestments, which would in fact yield 2 per cent, in conditions of full 
employment, are expected to yield less than nothing; and the resulting 
collapse of new investment then leads to a stiite of unemployment in 
which the investments, which would have yielded 2 per cent in condi¬ 
tions of full employment, in fact yield less than nothing."' 

The extreme pessimism results in a sharp c-ontraction of pro¬ 
duction and investment. As we have noted elsewhere, however, the 
processes of production and investment are not so easily stopped. 
New investment projects continue to be completed, and the supply 
of many currently produced goods continues to be increased. The 
deflationary movements and the attendant waves of pessimism are 
thus reenforced. After a while, as supply continues to be curtailed, 
the stocks on businessmen’s shelves begin to be depicted; "" the 
business community begins to realize that it was overly cautious and 
starts to expand its orders. The stage is now set for a possible 
repetition of the proce.ss, if a sufficient stimulus to the marginal 
efficiency of capital can be found. 

The Prefise Place of Expectations in Business-Cyile Analysis 

From the immediately preceding discussion the reader may now 
readily understand what was meant by the earlier remarks that a 
Psychological Theory of the Business Cycle is of dubious advantage. 
For the foregoing description of the transition from optimism to 
pessimism and back again must have sounded strangely familiar. 
The process could have been made to fit any of the earlier discussed 
cycle theories, from a pure monetary explanation to a rigid under¬ 
consumption approach. All these theories implicitly conlUin some¬ 
thing about businessmen’s psychological behavior, and some ex¬ 
plicitly refer to the influence of expectations and the importance of 
possible error in them. 

J. M. Keyne.s, The General Theory of Eiaployment Interest and Money 
(New York, Harcourt, Brace & Company, l9Sh), p. 321. 

It is during such periods of deep depression that consumption which 
will not fall below a certain minimum level begins to exceed national income, 
that is, disinvestment sets in. This situation is depicted on any of the propensity- 
to-consume—national-income diagrams at all points to the left of the intersection 
of the consumption curve and the 45® (100 per cent) line. 
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What, then, is the strategic role that expectations play in the 
patterns of cyclical behavior? We have noted many times the vari¬ 
ous objective develo])ments which may stimulate the hopes of 
businessmen and raise the marginal efficiency of capital. But a 
priori reasoning, together with experience from previous business 
cycles, indicates that investors do not always respond in the same 
way to changes in the objective factors. At times a fall in the 
inh’rest rate has been an important slimnlns to new investment; at 
other times it has had absolutely no effect. At tijiies an increase in 
demand or a new technological discovery raise the marginal effi¬ 
ciency of capital sufficiently to stimulate a wave of new inve.stmenl; 
at otlu’r times the u])swing in investment activity is decidedly 
anemic and quickly subsides. Similarly, rises in the interest rate and 
dampers to the marginal efficiency of capital may create only a 
slight break in an upward movement in business activity, or, un- 
predictably, result in a sharp and prolonged downswing in invest¬ 
ment and other activity. 

The role of expc'ctalions .should now be aj^parent. In a very hap- 
ha/ard and unpredictable way, expectations serve primarily to 
loosen the coniK^ction between changes in the so-called objective in¬ 
fluences on in\estment and movements in the latter itself. During 
periods of optimism, stimuli to activity are considerably intensified, 
reenforced; factors which might otherwise damp the rate of activity 
in investment hav(3 little or no effect, or if they do, it is only tem¬ 
porary. Contrariwise, when undue pessimism reigns, factors which 
otherwise might be expected to stimulate investment have little 
effect, and what effect they do have is short-lived. Too, when 
businessmen become overly cautious during periods of prosperity 
the mildest kind of damper to the marginal efficiency of capital 
may be sufficient to precipitate a sharp break in business activity. 
Viewed in this way, the introduction of expectations into the analysis 
of business cycles 

. . . implies that the connection between a fall [rise] in the rate of 
interest and a change in the other objective factors, on the one hand, 
and the decision of the entrepreneur to invest more [les.s], on the other 
hand, is not so rigid as the “economic” theories sometimes maintained. 
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If in a given situation the rate of interest lalls [rises 1, or demand in¬ 
creases [decreases], or there is a change in tlie technological situation 
[exploitation of an invention or introduction of an innovation], it is not 
possible on the basis of these data alone to predict the strength of the 
entrepreneurs' reactions or the extent to which they will increase [de¬ 
crease] investment.^** 

The one thing that might he said by wav ol geiieraliying on tlu* 
effects on the patterns of cyclical behavior of expectations is that the 
stronger the expectations about the profitability of future invest¬ 
ment, the greater is likely to be the amplitude or intensity of any 
given cycle and the shorter its duration. The more optimistic ar(' 
businessmen, the higher is likely to be the rate of investment, and 
therefore, the rate of rise in national income. But this rapid rate ol 
investment will not only increase the amplitude of the upswing, it 
is also likely to shorlt^n the of the upswing. In the first place, 

the high rate of investment hastens the accumulation of the stock of 
capital goods. We ha^'e observed that the larger the existing stock 
of capital goods the lower is likely to be the yield ol new additions 
to that stock. Falling current yields tend to damp the marginal 
efficiency of capital of further planned investment projects, and 
current yields are likely to fall taster the higher is the rate of in¬ 
vestment or capital formation. 

Moreover, we have seem that overoptimism breeds great over¬ 
estimates of the marginal efficiency of capital. The more optimistic 
businessmen are, the farther off the mark are their estimates of the 
marginal efficiency of capital likely to be from the actual yields of 
new investments. And the wider of the mark they are, the more 
easily and quickly are businessmen likely to be disappointed. Con¬ 
templated without the heat of extreme optimif<i, the marginal effi¬ 
ciency of capital of planned investment projects would undoubtedly 
be much lower and approximate much more closely the actual yields 
of these investments, thereby leaving businessmen considerably less 
exposed to bitter disappointment. As a result, the possibilities of 
prolonging the upswing would be much enhanced. 

Haberler, Prosperity and Depression, p. 146. Words in brackets sup¬ 
plied. 
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Too much optimism in expectations, then, is likely to increase 
the amplitude of the upswing by hastening the rate of investment. 
Hut the faster the rate of investment the shorter may be the dura¬ 
tion of the upswing. For the taster the rate of capital formation 
the more <juickl}' are the yields on new investments likely to fall. 
And the taster current yields fall, the more quickly will approach 
the day of reckoning, when businessmen find their high estimates of 
tile rates of return, engendered by their ojitimisni, tar above the ac¬ 
tual yields. 'J'he downturn will set in more rapidly than would be th(' 
ease had the rate of investment proceeded more slowly and w^ith the 
marginal etficieney ot capital not quite so inflated by overoptirnism. 

By a similar process of reasoning, it may be seen that over- 
jiessimisin is likely to accelerate the rate of decline during periods 
of downswing and also shorten the length of the downswing. For 
tlu* more pessimistic are the estimates of th(' marginal efficiency of 
l ajiital, the higher will be the rate of contraction of new investment. 
Hence the decline in national iiK‘ome will be greatly intensified, 
and the period of dow^nswing may pos.sibly be much shorter. 

However, there is a strong pos.sibility that the same overpessi- 
mism which shortens the period of downswing may lengthen the 
period of depression, that is, mav lengthen the period during which 
investment cannot be stimulated enough to provide a national in¬ 
come ev'en clo.se to lull employment. It is difficult to evaluate this 
latter possibility, and there is a danger of ov(Tstressing the role of 
expectations. It is not always easy to determine how much a low 
marginal effieienev of capital is the product of objectiv e economic 
reality and how much it is a product of ov'erly pessimistic expecta¬ 
tions. One may easilv be treading on treacherous ground in imput¬ 
ing long-drawn-ont depressions, of the type the world experienced 
during the thirties, for example, solely to overpessinhsm which was 
not grounded largely in reality. Thus, keeping in mind the pos¬ 
sibility that overpessimism may sometimes be partly responsible 
for lengthening the period of depression, w^e may conclude that, 
on the whole, strong expectations intensify and shorten both the 
periods of upswing and downswing, and hence have a tendency, 
ceteris paribus, to shorten the business cycle. Weak expectations, 
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on the other hand, will probably tend to lent^thrn the cycle and 
reduce the intensity of the upswings and downswings.'^ 

In all the different ways discussed, expectations, in varying de¬ 
grees of strength, influence the path of development of the various 
business cycles. It is important, therefore, to add expectations to 
the list of factors which disturb the patterns of cyclical movc'juents 
and give to each cycle an individuality of its own. 

Other Ways hi Which Expectations Affect the Business Cycle: 

The Interest Rate 

In the foregoing discussion of the role of expectations, we have 
talked as though ('xpectations affected only iincstment. For ex¬ 
ample, we spoke of the possible effects changes in the rate of in¬ 
terest might have on investment under circumstances of optimism 
and pessimism. In doing so we seem to have ovc*rlooked the fact 
stressed in the chapter on Keynes, namely, that tlie movements in 
the interest rate itself are subject to the influences of expectations. 
Without repeating the discussion of these influences, we remind 
the reader once again of the* role of expectations concerning the 
future movements of the interest rate on its current level. Expecta¬ 
tions, during periods of slump, that the rate of interest will rise in 
the near future may well prevent a nc^cessary (furtlicr) decline in 
the interest rate in the present. Moreover, we should not forget that 
the precautionary, as w('ll as the speculative, motive is an “ex- 
pectational” concept. When businessmen become pessimistic, they 
invariably de^sirc to increase their margins of cash, in order to avoid 
any further financial embarrassinciit; when tliey are optimistic, the 
apparent need for cash is considerably less. C^hanges in the pre¬ 
cautionary motive, it will be recalled, result in shifts in the position 
of the liquidity preference schedule, which shifts also influence the 
rate of interest. 

Consumptiofi 

Expectations also affect the propensity to consume and the 
marginal propensity to consume. People’s consumption outlays will 

We might add that in reducing the intensity of the upswing, weak ex- 

J }ectations may also prevent the upswing from reaching tlie full employment 
evel of income. 
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vary considerably with their expectations concerning such things as 
future prices, future employment, and future income. An expected 
decline in any of these variables will usually result in some down¬ 
ward movement in the propensity to consume; an expected rise in 
any of them may be expected to have a stimulating effect on the 
consumption function. Similarly, the more optimistic consumers 
arc about future employment and income, the greater in value is 
likely to be the tnar^iiial propensity to consume. Pessimism about 
the future maintenance of income and employment, in a period 
when these are rising, may reduce the marginal propensity to con- 
.Miiiie: people begin to build up their cash balances in anticipation 
of future emiTgencies. When income and employment are declin¬ 
ing the corresponding decline in consumption mav be greater the 
more pessimistic p('(jple arc about the future, and less, the less 
pcs.siinistic they are.-’ 

In conclusion, the reader .should note that the discussion of the 
role of expectations has been carried on without relerence to the 
type of maladjustment in the economic .system to which the errors 
in expectations (optimistic or pessimistic) give ri.se. The mal¬ 
adjustments may be of the underconsumption variety, of the capital 
shortage variety suggested by the overinve.stment school, etc. The 
role of expectations is fully compatible with any theory of the 
business cycle with which one cares to deal- 

THE ROLE OF INVENTORY FLUCTIJATION.S 

In Chapter 1, we had occasion to discuss the distinction between 
major and minor business cycles.”® There the position was taken 
that minor business cycles, whose average length approximates 
or so years, originated in the fluctuations of investment in in¬ 
ventories, which virtually all businesses maintain. In this section, 
we shall examine more thoroughly the nature and influence of 
movements in inventories. 

Before doing so, it is well to point out that although inventory 

In spite of our ha>iiip; taken cognizance of the effects of expectations on 
consumption, particularly, it is probably true that expectations play a relatively 
more important role as a source of influence on iu\estnicnt than on consump¬ 
tion. 

Cf. pp. 19-23. 
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movements are usually responsible for the minor cycles that have 
been observed in the course of the history of business cycles in 
various countries, there have been occasions when other factors 
have been adduced to explain the minor cycles. Temporary over¬ 
investment in a particular channel of investment or industry may 
cause a brief downturn in business activity until the slack is taken 
up elsewhere. Sometimes very special situations arise, which upset, 
for comparatively brief periods, the confidence of businessmen and 
cause a temporary slackening in the rate of investment. Factors like 
prolonged strikes, international disturbances, or some major event 
in an important segment of industry, etc., may be adduced to explain 
certain minor recessions. The Ford shutdown in 1927, when the 
company underwent a wholesale retooling program in converting 
from the production of the Model T to the Model A, is olteri cited 
as the major factor in the slight dip in business activity which char¬ 
acterized most of the year of 1927. The great coal strike of 1927 is 
also frequently mentioned as an important factor in this minor reces¬ 
sion. By and large, however, minor fluctuations in business activity 
and employment may be associated with fluctuations in inventory 
investment, even in those cases where certain very special factors 
may also have been partly responsible. 

The llelatiomhip Between Major and Minor Cycles 

As noted earlier in Chapter 1, the major business cycle, the type 
of cyclical fluctuation into wluch we have been trying to gain in¬ 
sight, has a duration of approximately 6 to 13 years, with the average 
being close to 8. The minor cycle varies from 18 months to about 
4 years in length, averaging about 3% years. From a methodo¬ 
logical point of view, it seems best to consider the minor cycles as 
interruptions in the periods of upswing and downswing of major 
cycles. In this connection, however, the statistics reveal that very 
seldom do they interrupt downswings; in the vast majority of cases, 
minor recessions have interrupted ma^’or cyclical movements during 
periods of upswing of the latter. There have been few prolonged 
upswings in business activity that have not been interrupted by at 
least one minor cycle, and some have been marked by two minor 
recessions. The prolonged upswing from 1921 to 1929 was marked, 
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for example, by two minor cycles: one lasting from 1921 to 1924 and 
the second lasting from 1924 to 1927. The evidence is indisputable 
that these two minor cycles, whatever may have been the nature of 
their initiating forces, were primarily inventory cycles.^' 

The reader will probably remember quite vividly the recession 
that took place in the post-World War II year of 1949. Although 
fixed investment declined moderately, the recession occurred 
"largely because the inventory buildup of the year before ceased 
and was succeeded by some liquidation of stocks.” The rapid ac¬ 
cumulation of inventories from 1946 through 1948 had brought in¬ 
ventories into their normal relation with current and anticipated 
sales, and probably carried them slightly beyond their normal level. 
The result was a net disinvestment in inventories in 1949 amounting 
to 3.7 billion dollars, in contrast with a net investment in inventories, 
of 6.5 billion dollars in 1948.*" The evidence is quite plain that the 
1949 recession was primarily an inventory recession. 

It is evident that inventory recessions may interrupt or slow 
down a basic upward movement in investment and national income. 
The reason is that businessmen—manufacturers, middlemen, and re¬ 
tailers, alike—for various reasons, often involving circumstances be¬ 
yond their control—fail to maintain their inventories in proper rela¬ 
tion to their sales. At first they permit stock orders to lag behind 
sales, and then, in their eflorts to build their inventories up again, 
bring about a spurt in inv entory accumulation which carries stocks 
far beyond the level warranted by sales. When they become aware 
of their mi.stakes, they contract orders and production below the 
level of current sales in an effort to absorb the redundant inventories; 
the result of this action is an inventory recession. The recession will 

The data bupporting thi.s ii.s!»erli(}ii are to be found in S. Kuznets, National 
Income and Cajntal Formation, 1919-1935 (New York, National Bureau of 
Economic Research, 1937). Professor Hansen has charted Kuznets' figures on 
investment, which bring out quite plainly the importance of changes in the 
level of inventories in these cycles: see Fiscal Policy and Business Cycles (New 
York, W. W. Norton & Company, 1941), p. 56. While there is some doubt 
about the 1924-1927 cycle, which is virtually imperceptible in the statistics of 
znost time series and may have been dominated by the decline in construction 
activity which set in two years earlier, it is plain that the 1921-1924 cycle was 
dominated almost entirely by the movements in inventory investment. 

^ See the Survey of Current Business (Annual Review Number, February, 
1950), p. 1 and passim. 
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come to an end when disinvestment in inventories ceases. Very 
often a recession will even cease merely as a result of a slowing down 
in the rate of disinvestment in inventories. 

At this juncture we should take cognizance of the reasons why 
inventory recessions do not lead to major crises and downswings in 
national income and employment. The basic reason is to be found 
in the underlying bases of a prolonged cyclical upswing in business 
activity. Major cyclical upswings have been invariably character¬ 
ized by a major expansion in the rate of investment—in plant and 
equipment, and in other types of constniction activity besides in¬ 
dustrial plant, all in addition to investment in inventories. In terms 
of our earlier analysis, this means a rising investment schedule, and 
therefore, a rising equilibrium level of income. Overinvestment in 
inventories may properly be described as a spurt in induced invest¬ 
ment beyond the equilibrium level dictated by the rate of autono¬ 
mous investment; these disparate moveincnts in the rates of autono¬ 
mous and induced investment have been described in Chapter 3, in 
the discussion of the interaction of the acceleration and multiplier 
effects. Major cyclical upswings will be maintained, and kept from 
turning into major depressions by inventory recessions, as long as 
the rate of autonomous investment is sustained, or, in the event of 
a decline, falls off very little. And so the statistics reveal that, in 
the cases of the three inventory cycles referred to above, during the 
period of inventory disinvestment, investment in plant and equip¬ 
ment, while failing to advance, was at least maintained, or declined 
insignificantly. Apparently, then, autonomous factors are strong 
enough to provide a solid floor beneath aggregate investment, of 
which inventory accumulation is only a part. The result is that 
aggregate investment is well maintained, and sustains the economy 
during the interval of inventoiy deciimulation, thereby limiting 
the duration and depth of the inventory recession and providing 
the basis for a speedy renewal of the major upswing. 

There may also be occasions when inventory cycles appear to 
initiate the upward movement of a major revival or even be re¬ 
sponsible for a major downturn. In the former case, it is to be 
noted that an upward spurt in inventory accumulation may provide 
tl;^ ^ major revival in autonomous investment, but this is 
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the best that can he hoped for. Certainly, unless a major upsurge 
in autonomous investment does take place, the upswing will be 
comparatively short and anemic and fall far short of full employ¬ 
ment. Howc\^(M-, while the basic groundwork for a sharp expansion 
ill autonomous investment must be present to provide a prolonged 
upswing, there is no gainsaying the possibility of a revival in in¬ 
ventory investment providing the initial impetus necessary to start 
the heav'y investment activity in other outlets. 

Similarly, an inventory recession may at times turn out to be the 
straw tliat bn^aks the economy’s back and provide the push needed 
to initiate a major downswing and depression. Here, too, however, 
the attempts to reduce inventories cannot be made to bear the 
rt'sponsibility for a major depression. It is true that iiiventorv 
decumulation may advance the time when the major downturn 
occurs, but the basic weaknesses in the structure of autonomous in¬ 
vestment are undoubtedly already strongly to the fore. The factors 
which aflect the marginal efficiency of investment in such things as 
fixed plant and other construction, in equipment, etc., most assuredly 
are wielding their depressive efiects at the time an inv entory reces¬ 
sion sets ill. 

Inventor)' cycles, like all the strategic factors discussed, thus 
affect the pattern of behavior of the various major cycles. They 
most certainly may influence the timing of upper and lower turn¬ 
ing points of th(* major cycles. They may intensify a major up¬ 
swing or downswing, or even slow down the rate of change in 
national income of the major upswings and downswings, thus affect¬ 
ing the amplitude of the major cyclical movements. But in no sense 
can they be made responsible for the major cycles themsi'lves. 
Explanation of the latter is to be found in the fluctuations in au¬ 
tonomous investnient, aided and abetted by cyclical movements in 
the propensity to consume. 

It should be noted, further, that in many cases inventory move¬ 
ments affect the business cycle not only by changes in the direction 
of investment, (i.e., by changes from investment to disinvestment or 
vice versa), but often merely by changes in the rate of change of 
inventory accumulation or deciimulation. There is clear evidence, 
for example, that the upturn of 1933 was initiated by the sharp de- 
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dine in the rate of disinvestment in inventories, with investment in 
fixed capital remaining virtually unchanged at the time. Professor 
Hansen has estimated that in 1932, 3.1 billion dollars of gross in¬ 
vestment in fixed capital was offset by 2.4 billion dollars of dis¬ 
investment in stocks. In 1933, however, 3.0 billion dollars of in¬ 
vestment iii plant and equipment was offset by only 1.1 billion 
dollars of disinvestment in inventories. Aggregate in\'estment thus 
increased from 0.7 billion dollars in 1932 to 1.9 billion dollars in 
1933. A decrease in the rate of disinvestment in iu\entories allowed 
total investment to rise sufficiently to set a period of expansion 
going in 1933.“'' A similar decline in the rate of inventory disinvest¬ 
ment in the middle of the 1949 recession seems to have stabilized 
aggregate investment at a time when investment in plant and ecpiip- 
ment showed signs of slight weakness. '" 


T}ie Satiire of Inventory Fluctuations 

Cyclical movements in inventory investment may be said to 
result from the lag of changes in the rate of production behind 
changes in demand, lags which are inherent in the structure* of pro¬ 
duction, although they may v^ary from industry to industry. The 
concept of “lags’' perv^ades all of economic lit(*rature. The type of 
lag referred to here is the lag implicit in the distinction between the 
“market period” and the “short run” generally made in price 
analysis. There are (varying) periods of time in each industry 
during which the supply of goods is temporarily fixed. Called the 
market period, this is a time interval during which changes in de- 

See Hansen, op. cil.j p. .54. AU figures in current prices. 

Sec Survey of Current Business, up. cU., p. 2 and passim. 

Tlic fdlluwing discussion lean.s heavily mi two articles by L. A. Metzler; 
*‘The Nature and Stability of Iiiventoiy Cycles,” The Review of Economic 
Statistics, XXIII (August, 1941), pp. IJ.3-129, and “Factors Governing the 
Length of Inventory Cycles," op. cit., XXIX (February, 1947), pp. 1—1.5. The 
reader is strongly recommended to refer to these two articles, for they constitute 
a very keen theoretical examination of the characteTistics of inventory fluctu¬ 
ations. The method used is very similar to that employed by Professor Samiiel- 
son in his analysis of the interaction of the multiplier and acceleration principles, 
discussed in Chapter 3. Metzler also utilizes the marginal propensity to con¬ 
sume and the acceleration principles, plus tlie concept called the “coefficient of 
expectations" in an effort to demonstrate rigorously the role of expectations in 
cyclical movements. 
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mand are reflected primarily in changes in inventories. Outside of 
agricultural products, it is perhaps better to view the market period 
as the length ol time during which the rate of production is fixed, 
since for most commodities, production is always going on, but at 
different rates. The short run, then, is a period of time during which 
the rate of production may be varied^ within the limits of existing 
capacity. It is obviously not an easy matter to vary the rate of 
production, even in the short run, and the matter of inventory 
cyc’les is primarily a short-run problem. It takes time to alter pro¬ 
duction plans, to place new orders for additional raw materials, to 
hire additiojial labor, etc., with th(‘ result that increases in dt'mand 
have to be temporarily satisfied out of stocks. Although it is usually 
somewhat ('asier to slow down (he rate of production in response to 
a d(‘c]ine in demand, even this lakes time, if for no other reason than 
the fact that goods in process must be completed to avoid total loss. 
It is not at all uncommon for the rate of output oi the finished com¬ 
modity to continue iindiminished temporarily while the rate of 
input is b(*ing curtailed. The result is, of course, that inventories 
accumulat(' while the rate of output is being reduced in response to 
the fall in demand. 

Fluctuations in the level of inventories are thus inhcrt'iit in the 
economic system, for they are the product of the inability to alter 
the rate of production instantly in response to changes in demand. 
Increases in demand result, in the first instance, in declines in in¬ 
ventories. Then the attempt to replace depicted stocks causes In¬ 
come and employment to rise above the equilibrium levels de¬ 
termined by the propensity to con.sume (or save) and the autono¬ 
mous rate of investment. In terms of our earlier analysis, this means 
that induced investment in inventories drives the national income 
up past the le\ el at which, for example, the savings and iin estment 
schedules intersect, so that savings will outrun investment. The 
excess of savings over investment will be reflected in an involuntary 
rise in inventories. And because the rate of production cannot be 
reduced promptly, stocks continue to rise involuntarily above the 
normal ratio of stocks to sales. The efforts to reduce the excessive 
inventories then result in contraction of income and employment be¬ 
low the equilibrium. Inventories are gradually reduced, but often 
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too much in terms of the demand being generat'd by noninduced 
or autonomous inv(\stinent, and the stage is set for another spurt of 
induced investment in inventories. 

It is to be noted that such cycles may occur independently of 
speculation in inventories or changes in credit policies (of the type 
pointed out by ITawtrey); they may be nuTely the product of the 
structural lag of changes in output behind clianges in demand. 
With this brief summary (jf the nature of the ill^'entorv cycle, let us 
now examine the beha\ior of inventory movements in somewhat 
more detail. 

Current Output Is Geared Toward Anticipated Sales 
and inventories 

Current output should be regarded as being meant for (1) an¬ 
ticipated sales, and (2) inventories. Production lor iinenlories may 
be po.sitive or negati\ e, in the sense that current output may adjust 
at a rate below anticipated sales to allow iinentories to run down 
(negative production for stocks), or current output may b(^ g(‘ared 
to a rate above anticipated sales to allow in\cntories to rise (posi¬ 
tive production for inventories). On this basis production for in¬ 
ventories may be taken to equal the difference between the normal 
level of inventories and the actual lev^el of inventories at the close 
of some time or accounting period. Since businessmen order and 
produce to meet expected sales and to bring stocks to their normal 
level, the difference between actual and normal inventories at the 
close of this time period is the same as the dilTerence between actual 
and anticipated sales of that period. Production lor inventories in 
any given period, then, may be taken to equal the difference be¬ 
tween actual and expected sah^s in the immediately preceding time 
period.’*' 


This, of course, is an oversimplification, for it Icavc.s otit llie iiifliiencr of 
expectations. However, for the present it i.s wise to deter this coiiiplicrition until 
we have mastered the analysis without the role of expectations. It .should be 
noted, moreover, that this assumption is probably not as far removed from 
reality y miglit first seem to be the ca.se. Despite the undeniable importance 
of and the increasing attention they arc receiving from economists, 

reason for believing that businessmen rely to an important extent 
on pi3rsales for short-run problems, without attempting to project too much 
into the futuje. The future is uncertain. The use of past sales, on the other 
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A Hypothetical Pure Inveutory Cycle 

A pure inventory cycle is one based only on the role of the 
marginal propensity to consume; it arises out of the attempts of 
businessmen to replenish depleted inventories. We may start by 
assuming an autonomous increase in investment. This will raise 
aggregate demand ^ia the expansion of national income, and be¬ 
cause the rate of current production cannot be speeded up im¬ 
mediately to meet the increased sales, the new demand must needs 
be met out of iinentories. If we assume that inventories were in 
tlieir normal relation to saUvs at the time of the increased demand, 
it is plain that they must now be below their normal level. Business¬ 
men will now attempt to replenish their stocks, to bring them up, 
that is, to their normal level. 

For a time, however, these attempts to build up inventories 
provide the seeds for their own failure. The reason is that the in¬ 
crease in national income eflected by the production for inventories 
as well as production for current sales, plus the multiplier effects of 
the increa.se in autonomous investment, causes sales to exceed the 
level estimated in producing for inventory. Thus inventories will 
actually decline despite efforts to increase them. However, as long 
as the marginal propen.sity to consume is less than one, sales cannot 
continue to rise as fast as income. We have seen in Chapter 3 that 
with an MFC less than one, savings continue to rise, until they finally 
equal the increment in autonomous investment (assumed to be 


liand, smacks both of certainty and simplicity. To the conservath o businessman 
there is strong appeal in pursuing the easy eoiir.se of projecting into the future 
exactly what lias happened in the immediate past. 

Nevertheless, expi’ctations cannot be ignored. Certainly, for /ong-term in¬ 
vestments, it would be disastious to ba.se estimates of the marginal elheieney 
of capital solely, or e\en largely, on events of the past. Even in the ease of 
short-term iii\ estnients, howeser, it is evident that businessmen will tend to be 
more optimistic it s.iles are increasing at an increasing mfc than they would he 
if sales were increasing at an obviously decreasing rate. 

By a “pure” inventory cycle we mean one in which no allowance is made 
for the role ol expcclations plus the role ol the acceleration principle or rela¬ 
tion. We shall observe later, however, that the more optimistic or pessimistic 
busincs.smeii are about a continued change (up or down) in sales, and the larger 
tfie value of the relation, the larger will be the amplitude of the cycles, unless 
low values of one of these and/or low values of the marginal propensity to con¬ 
sume act as an offset to high values of tlic othcT(s). 
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maintained from period to period). The same type of process is in 
evidence here. With the gradual rise in savings, actual sales come to 
exceed estimated sales by less and less (i.p., sales will increase at a 
decreasing rate). Hence the amount of production for inventories, 
while positive, will diminish; national income, therefore, will in¬ 
crease at a decreasing rate. Tlie combined decrease in the rate of 
growth of both national income and sales, however, will permit, at 
an increasing rate, the accumulation of inventories. Finally, actual 
sales will fall below anticipated ones, and stocks will thereupon rise 
above their normal level. 

Businessmen will now attempt to reduce their stocks, to got rid 
of the excess over and above the normal level. The attempts to 
reduce stocks will lead to a fall in national income, as production for 
inventories is curtailed. In fact, production for inventories will 
be negative, current production being less than anticipated sales, in 
order to cut inventories. (But even production for current sales 
will decline, under the pressure of pessimism engendered by the un¬ 
expected excess of actual over anticipated sales. Overestimates of 
sales in one period, that is, will damp expectations concerning sales 
in future periods.) The decline in income generated by curtailed 
production will cause actual sales to be less than expected sales, 
with the inevitable result that attempts to reduce inventories are 
frustrated. Production will now be curtailed still more, because in¬ 
ventories continue to rise above their normal level, despite the at¬ 
tempts to reduce them. 

As long as the marginal propensity to consume is less than one, 
however, the decline in income will not, cannot, continue in¬ 
definitely. As income falls, consumption will fall by less. At some 
point, therefore, with producers continuing to jttoduce less than ex¬ 
pected sales in an effort to get rid of excess inventories, current 
production will fall below actual sales, and inventories will begin 
to be reduced. As long as stocks remain above the normal level, 
production will continue to be less than sales, and national income 
will continue to decline. Once inventories reach their normal level, 
the declining sequence in production and income will cease. Pro¬ 
duction will now be expanded to equal current sales and maintain 
inventories at their normal leyd. But the rising income which fol- 
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lows from the increased production will now frustrate the efforts 
to maintain inventories, and the cycle will repeat itself. Each time, 
however, the amplitude of the cycle gets smaller. 

The foregoing analysis is pictured in Table 12 below. In 
Table 12 period 1 shows a position of equilibrium. Normal iii- 


Tahle 12 Result of Attempts to Maintain Inventories: The Pure 
Inventory Cyde (MP(^ = 0.6) * 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 


Production 

Production 

Income 

Produced 



Period 

of Con¬ 
sumers 

of Con¬ 
sumers 

Autonomous 

Said 

Inventories 
at Close oj 


Goods for 

Goods for 

Investment 

(1) -f 


Period 


Sale 

Stocks (±) 


(2) -f (3) 



1 

600 

0 

400 

1000 

600 

500 

2 

600 

0 

.500 

1100 

660 

440 

3 

660 

60 

.500 

1220 

732 

428 

4 

732 

72 

500 

1.304 

782 

4.50 

5 

782 

50 

500 

1332 

799 

483 

6 

799 

17 

500 

1.316 

790 

509 

7 

790 

-9 

500 

1281 

769 

.521 

8 

769 

-21 

500 

1248 

749 

520 

9 

749 

- 20 

500 

1229 

737 

512 

10 

737 

- 12 

500 

1225 

735 

502 

11 

735 

— 2 

500 

12.33 

740 

495 

12 

740 

5 

500 

1245 

747 

493 

13 

747 

7 

.500 

1254 

752 

495 

14 

752 

5 

500 

1257 

754 

498 

15 

754 

2 

500 

1256 

754 

.500 

16 

754 

0 

500 

1254 

752 

.502 

17 

752 

2 

500 

1250 

750 

502 


*S(3iircc: MetzJcr, "The Nature and Stability of Inventuiy' Cytles,” The 
Review of Economic Statistics, XXIII (August, 1941), p. 113. 


ventories are taken to be 5(X), and 500 is the figure prevailing in 
period 1. Hence current production is designed to meet onl\ 
current sales, assumed to be 600, production for inventories being 
zero. Autonomous investment in period 1 is assumed to be 400; thus 
national income, which is the sum of current output for sales, plus 
production for inventories (i.e., induced investment—pZus or minus), 
plus autonomous investment, is equal to 1000. Now assume that in 
period 2 there is an increase of 100 in autonomous investment; this 
raises the national income in period 2 to 1100. With a marginal 
propensity to consume of 0.6, the amount spent on consumption 
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(sales) will now rise from 600 to 660. However, because the cur¬ 
rent rate of production cannot be adjusted immediately, that is, in 
the same period, 2, the increase in sales must be met out of in¬ 
ventories. Inventories thus fall below their normal level of 500 to 
440. In period 3 current production for sales is assumed to have 
had time to rise to the new level of sales; in addition, production for 
inventories is now raised from zero to 60, the amount by which in¬ 
ventories are below their normal level. With autonomous inve.st- 
ment maintained at 500, the national income in period 3 rises to 
1220. But this level of income will r(*sult in a level of sales above 
that anticipated, for with an MFC of 0.6, sales will run at the rate 
of 732 per annum, above the rate planned in the current production 
for sales. 

The reason that actual sales are greater than anticipated, of 
course, hinges on the induced investment in inventories plus the 
secondary efi’ecls of the 100 increase in autonomous investment, in 
period 2. Since sales are running at a higher rate than the total of 
current production both for sales and for inventories (current pro¬ 
duction being 720 and sales 732), inventories decline some more 
(by 12) below their normal level, despite the attempts to increase 
them. 

We have seen, however, that with a marginal propensity to con¬ 
sume of less than one, the efforts of biisine.ssmen to replenish their 
inventories cannot be thwarted indefinitely. The marginal pro¬ 
pensity to consume being 0.6 in this example, savings gradually 
rise from period to period. Ultimately, they will equal the in¬ 
crements in investment. But in the meantime, the rise in savings 
will cause actual sales to exceed anticipated sales by successively 
smaller amounts. Thus in the second period the difference between 
actual and expected sales was 60, and in the third period 72. But 
in the fourth period, under the pressure of rising savings, the dif¬ 
ference falls to 50, in the fifth to 17. It is evident that businessmen 
finally do become successful in raising their inventories back to 
normal. After the third period, the decline in inventories ceases, 
and inventories start to rise again. 

MB the difference between actual and expected sales gets smaller, 
pNMtUMkUl for inventories will get correspondingly smaller, remain- 
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iiig positive, however. This means that the national income, while 
continiiing to rise, will do so at a diminishing rate. This will slow 
down the rate of increase in sales even more (than thev would 
based only on an MFC of 0.6), so that inventories will now rise at 
an increasing rate. Finally, in period 6, under juessnre of the de¬ 
clining production for inventories, national income falls below 
that of period 5, and actual sales turn out to b(’ Jess than anticipated. 
At this point stocks rise aJwve tlK'ir normal level. 

In period 7 production for inventories is seen to be urga/ioc, 
indicating that businessmen are now trying to reduce their stocks 
and bring them down to their normal level, lint period 7 shows 
their ellorts to b(' frustrated, and again, th(*ir own actions are the 
source of their friistralion. For the lowering ol current output 
below current sales in order to reduce stocks inevitably results in 
a decline in national income and, therefore, demand or sales. The 
figures for period 7 show, as a result, actual sales continue to fall 
short of expected sales, so that inventories continue to rise. IIow- 
c‘ver, as belore, the fact that the marginal propensity to consume is 
less than one prevents the situation from feeding upon itself and 
keeps a runaway deflation from de\'(‘Ioping. (Comparison of col¬ 
umns (5) and (6) reveals that consumption falls less than national 
incoin(\ As a result, the attempts to reduce inventories finally do 
succeed, and in period 8 stocks are seen to fall below the* level of 
period 7. As national income continues to decline under th(' pres¬ 
sure of negative* production for inventories, actual sales continue 
to be less than current production, but because consumption falls by 
l(*ss than the fall in national income, the difference between actual 
and expected sales grows less and less. Finally, as stocks approach 
their normal level, and therefore, tlie negative value of production 
for mventori(*s declines, the national income in period 11 rises above 
that of period 10 and carries with it sales, which now exceed their 
expected level. Inventories now drop below nonnal, and the at¬ 
tempts to replenish them start another cycle. Examination of col¬ 
umn (4) indicates, however, that the fluctuations in national in¬ 
come get successively smaller and the length of the cycle shorter. 
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Some Qunliftcatiom of the Foregoing Analysis of the Pure 
inventory Cycle 

The above analysis of a hypothetical inventory cycle is an over¬ 
simplification of reality, and it is time now to make some adjust¬ 
ments. In the first place, the analysis was based only on the 
marginal propensity to consume, and only on one value of this 
variable at that. We want to see what will happen to the cycle if 
the marginal propensity to eon.snnie is other than the assumed 0.6. 
Secondly, we assumed that businessmen desire to maintnin in- 
\’entories at some constant absolute normal level. In this way we 
effecti\’(‘ly omitted the influences of the acceleration eflecl on tlu^ 
inventory cycle. For the fact of the matter is that businessmen 
usually maintain inventories at some constant percentage ot sales, 
and the result is an acceleration efiect on the inventoiy cyck'. This, 
too, has to be taken into account. Finally, wc considerably over- 
.simplified the eftccts ot €'X])cctations on the inventory cycle. We 
did this by assuming that businessmen always expect ciirieiit and 
future sales to equal the rate of sales in the imm(*diatcly preceding 
p('riod, that they never consider the possibility tliat sales may con¬ 
tinue to expand or continue to contract, during periods ol optimi.sm 
and pessimism. This assumption may also now be lifted. Let us 
now examine the role of the marginal propensity to consume, the 
acceleration eflect or relation, and expectations—in that order. 

The Effects of the Marginal Propensity to Consume 
on the Inventory Cycle 

The length of the inventory cycle varies directly with the value 
of the marginal propensity to consume. From the earlier analysis of 
the inventory cycle, the reason should be fairly clear. The upswing 
phase of the inventory cycle continues as long as producers in¬ 
crease orders and output in an effort to build up their depleted in¬ 
ventories. The larger the value of the marginal propensity to con¬ 
sume, the more out of any increase in output will be consumed, and, 
therefore, the less can be added to stocks out of any given increase 
in output. Hence the more prolonged will be the period of up- 
lowing, the period of rising incomes. 
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In the same fashion the downswing continues as long as stocks 
are above normal, and businessmen contract orders and output in 
order to reduce their stocks. But the larger the marginal propensity 
to consume, the more consumption declines as output is curtailed 
and national income falls. Hence thc^ more difficult it is to reduce 
stocks; the result is a longer period of declining income than would 
be the ease were the marginal propensity to consume smaller in 
xaliie. 

Effects of the Acceleration Principle or Relation 
on the Inventory Cycle 

The acceleration effect (relation) increases both the length of 
the cycle and the amplitude of the upswing and downswing phases. 
The reason is that once the normal level of inventories is calculated 
as a pq^'cniage of current sales, rather than the lived absolute 
amount assumed in our hypothetical cvcle, the normal level of in¬ 
ventories becomes a rising goal during the ascending phase of the 
cycle and a falling goal during the declining phase of the cycle. It 
obviously takes more time to build up inventories to normal when 
the norm is a constantly rising relation to sales than it would if the 
norm were some fixed amount. In addition, national income will be 
pushed to higher levels under these circumstances. The same thing 
is true in the downswing. The acceleration effect dictates that if 
current sales are declining, inventories must be reduced propor¬ 
tionately.'^ The more sales decline, the more must the level of in¬ 
ventories be reduced;- whence it follows that it is more difficult to 
reduce inventories to a normal level if the norm itself ki*eps falling. 
The down.swing is thus both longer and deeper. 

The acceleration effect, then, extends the deficiency of stocks that 
have to be accumulated during the upswing, and accentuates the 
excess of stocks that have to be removed during the downswing. 
The result is that the amplitude and the duration of the cycle are 
both increased by the acceleration effect. 

As a matter of fact, the acceleration effect is likely to be stronger 
in the case of inventories than in the cases of durable producer and 

^ Assuming, as we have done throughout, that the relation is linear and 
constant throughout the cycle. 
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consumer goods. The reason is that the discussion of the accelera¬ 
tion principle usually proceeds on the assumption of constant re¬ 
placement demand. In the case of durable goods this simplifying 
assumption may not be overly misleading. In the case of inven¬ 
tories, howe\’er, fluctuations in the replacement demand for stocks 
represent the commonality of experience and are made ine>'itable by 
the very nature of the case. 

Fluctuations in the replacement d(‘mund for inventories are the 
unavoidable product of unintended changes in the level of stocks. 
We have seen that these unintended changes in the level of stocks 
are inherent in the situation produced bv the lag of changes in tin* 
rate of production beliiiid changes in demand. As long as these lags 
exist, unintended fluctuations in inv'cntorics will occur and, with 
them, fluctuations in the replacement demand for inventories. The 
accentuating ellt'ct that the acceleration principle* has on the up.swing 
of the inventory cycle is reenforced by the upsurge in replacement 
demand brought about by uiiiiitended reductions in pennanent 
stocks. And the accc'leration eftecls on downswings are also made 
stronger by the unintended increases in invcntori(\s. 

Fluctuations in the rt^placement demand for durable goods be¬ 
cause of unintended decreases or increases in rates of depreciation 
are likely to be much less frecjiient, particularly in the short run. It 
is permissible in many cas(\s, therefore, to leave out thi*ir eflects in 
discussions of the acceleration principle in relation to durable goods. 
But it is impossible to do so in the case of inventories, where such 
fluctuations represent the typical experience.. 

Effects of Expectations on the Inventory Cycle 

Business expectations serve to shorten the length of inventory 
cycles.and increase their amplitude. If businessmen are at all ex¬ 
pectant of a lev^el of future sales above that of the immediate past, 
the resulting efforts to produce to meet the future rise in sales will 
cause production and income to rise at a faster rate than would be 
the case were production for sales (as opposed to production for in¬ 
ventories) geared to meet a level of sales equal to that of the im¬ 
mediate past. This means that national income will be forced above 
the equilibrium level at a much faster rate, and inventories will 
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accumulate at a correspondingly faster rate. Thus the normal level 
of inventories will be achieved more quickly. 

Tlie downswing will also be speeded up and intensified by ex¬ 
pectations. For expectations of a continued decline in sales will 
cause producers to curtail orders and production more sharplv than 
they would if they felt that a current decline in sales would cease. 
The result is that income will decline at a faster rate below the 
e(|uilibrium level and permit the reduction of stocks more rapidly 
than would otherwise be the case. 

We have observed that during prosperity the expansion of dc- 
nuind frequently breeds expectations of further expansion. Simi¬ 
larly, during downswings, the contraction of sales frecjuently gi\e 
rise to expectations of further contractions. In the light of the fore¬ 
going results of expectations, we may conclude' that, ceteris jxirihus, 
expectations tend to reduce the length of inventory cycles and in¬ 
crease their amplitude or intensity. 

'^rhere is some e^’idence, further, that the effects of the reflation 
and expectations tend to be offsetting. Professor Metzler’s calcula¬ 
tions indicate that when the effects of both of these factors are 
recognized, the cycle tends to be .shorter than it is when the cycle 
i.s based on the marginal propensity to consume alone.’^' 

See Mel/ler, “Factors Go\eniiiip the Length of Im’entor\' Cycles," op. 
cit., pp. 9-10. Met/ler also correctly points out that the o\ ersiiiiplifying as¬ 
sumption of the same planning period f(»r all industry is not serious. In place 
of absolute production planning periods may be substituted rates of change 
of production, with the rates based on .some m'erage production planning 
period for the economy as a whole. (A production planning period is the 
length of time it takes a plant to adjust its rate of production to a change in 
demand. This ob\iously varies a great deal from industry to industry.) Sec 
ihid., p. 10. 

Metzler further discusses the effects of introducing prices* into the analysis, 
heretofore carried on .solely in terms of physical volume of sales, lie concludes, 
on the basis of P. A. Samuelson's .studies ["The Stability of Ecjiiilibrium: Com- 
paratixe Statics and Dynamics,” Econometrica, IX (April, 1941), since re¬ 
published in Samuelson’s Foundations of Economic Analysis (Cambridge, Mass., 
Harvard University Press, 1948), Chap. IX], that inxentory’ cycles of the type 
analyzed are inevitable in an economy of pure competition. On the basis of 
widespread price rigidities which almost invariably appear as the concomitant 
of monopolistic elemeiit.s, the einpliasis on physical volume of sales is not un¬ 
warranted when the analysis is applied to an economy containing (varying) 
degrees of monopoly. 
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Itizf^fitorirs May Sometimes Ait as Shock Absorbers 

Without contradicting any of the foregoing, it is worthy of note 
that inventory movements are not only an important source of in¬ 
stability, but there are times when they may also be a source of 
stability. The discussion of expectations provides some clue to this 
paradox. It is not true that every increase (decrease) in demand 
will cause the affected businessmen promptly to expand (contract) 
their orders for inventories. They must be con^1nced that the in¬ 
crease (decrease) in demand will be maintained, and not be simply 
a temporar}' gyration. 

Often restricted sectors of the t'conomv will experience what 
they may feel to be a temporary change in demand, upward or 
downward. On this basis, rather than immediately increase their 
orders for inventories, they prefer to allow their iin entories to ab¬ 
sorb the temporary change in demand. For if the change is tem¬ 
porary, it is to be expected that the inventories will return to their 
normal level as soon as demand returns to its former level. 

This is to say that not every change in demand is capable of 
setting off a cycle in economic activity, even a minor one. If this 
were not so, the economy would be a violently unstable one, in the 
sense of responding to the slightest change in any one of the de¬ 
terminants of national income, direct or indirect. But experience 
indicates that this is not the case. One of the more obvious ex¬ 
planations for this state of affairs is that businessmen are content 
to allow in\'entories to absorb what they consider to be only very 
temporary changes in demand. We should not overlook, therefore, 
the stabilizing role of inventories as shock absorbers, providing 
cushioning effects to slight movements in the economy. Of course, 
when changes in demand are expected to continue or at least be 
maintained, then the role of inventories as an important source of 
instability, important enough to be the basis of many of the minor 
cyclical movements, comes into play. 
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CHAPTER 10 


THE IMTERNAT10NAL SPREAD 
OF BUSINESS CYCLES 


INTRODl CTION 

The manner in wliicli business cyckvs spread from country to 
country iinolves a discussion which at first glance seems to be 
marked by simplicity, but in realitv is necessarily filled with all sorts 
of qualifications, reservations, and pitfalls. If there is one outstand¬ 
ing generalization one may draw in advance, as a note of caution, 
it is that there is \'ery little one can say with absolute certainty about 
the iiitematioiial diffusion of the business cycle, more so, perhaps, 
than is the case in discussing the behavior of a single economy. 

While there is, in general, some tendency for business cycles to 
spread inleriialionally, the extent to which they will spread, tlu* 
tiniintr of the spread, and the mechanism(s) l)y means of which th(‘ 
propagation mav take place, are all fraught wifh uncertaintv. In 
the first place, the extent to which an upswing or downswing in one 
country is diffused among other countries is strongly influenced by 
the size and economic diversity of the country of origin. As we 
shall presently see, one of the basic mechanisms through which 
cycles spread inteniatioiially is the increase (decrease) in imports 
of the country undergoing expansion (contraction). Increased im¬ 
ports mean increased exports to othcT countries, providing the latter 
with an expansionary force, too. Obviously, small countries absorb 
only a very small portion of the world s sup])ly of most commodities; 
thus fluctuations in their demand for imports will not have much 
effect on the world demand for various commodities and ht*nce on 
the exports of most countries. Tliis is true even though small 
countries by dint of circumstances often spend large portions of in- 
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creases in their national incomes on imports. It is simply that small 
countrie.s tend to liave comparatively small national incomes. Large 
ct)untries, on the other hand, particularly those more industrially 
advanced, will tend to gencTate enough demand for imports visibly 
to allect the export industries of the rest of the world with cyclical 
fluctuations in their demand. 

How<'\'er, large' size it.sc'lf is not a snflicient giiarantce that a 
country will be a large importing nation. In addition to economic 
importance, it is neces.sary to take account of th(‘ relative importance 
of foreign to domestic trade in the country where the expansion or 
contraction originate.s. Tlie smaller is the ratio of foreign to do- 
me.stic trad(', tlu* Ic'ss effect on the exports of other countries will 
flnctualions in the national income of the countrv in question have. 
Thus a \rry large but diversified economv might well spend the 
great bulk of increases in its income tin domestic products, and in 
tin's way reduce the tendenev of the (‘vcle to spread.' 

In general, there may be reason to expect the spread of cycles to 
occur inor<‘ ('asily as an upswing gains momentum in the country of 
origin, because people may be expected to spend more on imports 
as national income rises. Nexertheless, in this case, too, there is 
danger of taking too much for granted. Much will depend on the 
c'xtent and nature of specialization of the country in qiu'stion. A 
country specializing in invc'stment goods industries will, in the evc'nt 
of a boom in iin t'stment, be likely to increase its imports at a much 
later p('riod in tht' cvcle than a coiintiy specializing more in con¬ 
sumer goods. The same is true of booms in agrarian and in¬ 
dustrialized nations; the former will increase their imports (of 


’ This liitUT point iiii^ht he coiisiclerod a.s having lu'cn nu’ulioiu'cl by way 
f)f atttiiiiinj> ciunplclciic.ss in ii diseiission (jf possibililic's. For thore appears 
to be no econoiii) diverse enoii^li to do wtliont substantial imports. E\(’n the 
United Slates, which iindonbledly ha.s the most dixer.sihcd economy in the 
world at pie.seiit. makes its fluctuations fell thnnighout the xxorld because of 
the importance of it.s imports of industrial raw^ materials. In fact, iroTiically 
enough, jm*i‘isely because industrial raw materials do bulk so large in U.S. 
imports, flueluations in this ccamtry ramify more easily than they do in many 
other cases. The reason is not only that sueh impoits arc, by their xeiy nature, 
bound to be closely geared to flnetuations in the rile of industrial production, 
but are also subject to speculative buying and inventory fluctuations, which 
cause U.S. imports often to fluctuate more widely than the level of national 
income itself. 
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capital goods) at a much earlier point in the cycle than the latter.* 

Finally, it is evidemt that, in the end, it is the fact that nations are 
not self-sufficient, but are, rather, interdependent, i.c., specialized to 
a large extent, which explains why cycles tend to spread from 
coTintry to countiy. At the same time, the fact that the various 
countries do not, or cannot, seek to attain complete sp(‘cialization 
helps to explain why the various countries of the world do not 
always mo\’e upward and downward together. For example, it has 
HOW' become a cliche to refer to the decade ol the twenties in th(' 
United States as ihe “roaring twenties. ' A good bit ol the expan¬ 
siveness of the twenties must be traced to the high level ol prosperity 
that characterized most of this decade. In most of the other coun¬ 
tries of the world, how’ever, the “roar” of the prosperity period in 
the United States was only a \erv faint murmur, most of the world, 
apart from the United States, being in a semidepressed state during 
this period. For various reasons, some of which w'ill come to light 
as we proceed, the boom of the twenties in the Ihiited States did 
not spread to the rest of the w'orld, 

Th(' foregoing remarks show that an analysis of the inter¬ 
national propagation of business cycles is necessarily filh'd with 
“ifs, ands, and huts,” and also .set the tone of the ensuing discus¬ 
sion. 

THE MECHANISMS OF TRANSSIJSSION 

The medium through which biisiuess cycles are transmitted from 
country to counti-y is th(* foreign trade mc'chanism. Foremost among 
the various elements of the trade lialance are the export and import 
items and capital movements. Exports and imports deal with the 
exchange of goods and services, exports providing the exporting 
countries with a source of increased demand and national income, 
and imports pro\'iding the outlet through which cycles may sprt^ad, 
but at the same time, as we shall soon see, also providing the 

^ It might be noted at this point that booms that are started through an 
intreasr in the demand for exj3ort.s are, at the same time, fed and stimulated 
further by the supply of additional loanable funds (domestic and foreign) 
that becomes avaiJablc through the sale of exports. Tlie spread of contractions 
is similarly aided by the decline in the supply of funds induced by the decline 
in exports. 
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countries undergoing expansion with a damping factor to their 
upswings. Capital movements embrace the international move¬ 
ments of loanable funds—short- and long-term credit, which we 
have found to play a decisive role in the pattern of domestic cycli¬ 
cal Auctuations. 

Because of certain fundamental differences in the behavior of 
these inechanisins undcT conditions of an international monetary 
standard like the gold standard and under those of a paper 
standard, the c'nsiiiiig discussion will follow the traditional lines of 
discussing the mechanics of transmission first under the gold 
standard and then under paper standards. Sin^prisingly, perhaps, 
to the reader, the former is more pertinent to present-dav conditions 
than the latter. The reason is that although most countries of the 
world are ofi the gold standard, and the United States is merely pay¬ 
ing hp sen ice to this standard, gold remains today the international 
money. To the extent that nations still pay for an excess of imports 
over exports with gold (rather than resort to loans, that is), much 
of the gold standard analysis remains rt'levant, albeit with many 
qualifications, to present-day conditions. The greatest source of 
difficulty that present-day conditions of paper and mixed standards 
provides is the wide resort to (not always predictable) political in¬ 
terference with international exchange mechanisms, mainly in the 
form of currency and exchange controls. However, at a later point, 
we shall examine their influence, along with tarills, on the problem 
under analysis. 

We shall start, first, by examining the role of imports and exports, 
then proceed to a discussion of the influence of capital mox'cments, 
and conclude with a discussion of the various tx^pes of political 
interference, including the role of central banks in influencing the 
trade mechanisms. 

The Role of imports and Exports under Gold Standard 
Conditions 

A country experiencing an upswing in employment and national 
income will, at some point in the upswing, begin to spend part of 

The type of gold standard conditions envisaged in the ensuing discussion 
are tliose in which bank credit is part of the nations’ currency, witfiout 100 
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the additional income on imports. It is through this effect on im¬ 
ports that the expansions of income and employment tend to be 
spread to other countries. Increased imports into one country mean 
increased exports from other countries.^ The increase in exports 
will lead to an increase in income and einplo)'iiienl in the ex¬ 
port industries and then in the rest of the economv of the affected 
countries. 

Under gold standard conditions, or conditions in which gold is 
used as international money, an incrc^ase in imports resulting in an 
excess of imports oxer exports in one country produc e's a transfer of 
purchasing power from tin’s country to the* countries who develop 
export surjiluses. This transfer of purchasing power may take place* 
through shipments of gold from the country with the deficit trade 
balance to the country with the surplus tratle balance. Alterna¬ 
tively, and ill the first instance, at least, most likely, the transfer of 
purchasing power may take place tlirough international movements 
of short term capital. 

In footnote 3 above, it was stated that we assume that bank 
credit need not vary as a constant multiple of a change in gold n*- 
serves; this assumption implies the (*xistence of excess reserves of 
member banks as well as central banks. Short-term capital move¬ 
ments hax'c always played, and continue to plav, a very important 
role in international trade and excliange. They require, as a condi- 

per c’C’iit reserxes. And, In cniifnrm tn n*jility, it is assumed tli.it hank noU“i 
and demand deposits, togrllier perhaps with rrinnenl noti-s, need nirt vary 
as a constant multiple of a change in gold reserves; that is, excfss reserves nniy 
exist, on the part of both mcinher and central banks. Most disc'ussions of the 
gold standiircf, it is true, assume, and gixe the impres'#in that the realities of 
the siliiution xxere, that under the gold standard excess reservi’S did not exist. 
Howexer, exen in the heydey of tlic gold standard, this was not true. One of 
the sources of evidence in testimony to this fact was the existence of short-term 
capital moxemenls in lieu of gold flows. Short-term capital movements wi‘re 
and continue to be important as means of transmitting cycles from country to 
country, as we shall presently see, and they cannot take place without excess 
reserves on the part of die member banks or central banks. 

* If at the same lime prices are rising in the country who.se national income 
is expanding, exports from this country may also decline becau.se of their higher 
prices relative to those of otlu*r countries selling the same products. In addition, 
the rising prices may also add to the pressure on imports, as consumers, etc., 
turn from domestic to cheaper foreign products. These effects heighten the 
effectiveness of the Jmechanism of transmission discussed in the following para¬ 
graphs. 
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tion of occurrence, however, the existence of excess reserves on the 
part of member banks, central banks, or both. Such being the case, 
the aforementioned assumption was necessary in order to bring the 
present discussion into as close accord with reality as possible. 
Short-term capital movements play such an important role in the 
international transmission of the business cycle, both under gold 
standard conditions and those of paper standards, as well as the 
mixed type that exists today, that it is worth our while to interrupt 
the main current ol our discussion to examine briefly the mecliaiiics 
oi these capital movements. 

A Di^ession on Short-Term Capital Movements 

The means whereby gold movements come about and the effects 
of the gold movements are rather simple. Gold flow's out of a 
country having an import balance of trade, as the \'arious types of 
foreign exchange houses and banks ship gold abroad to re'plenish 
their balances against w'liicli they write the drafts thc'v sell to 
domestic importers. Unless the central banks inler\'ene to offset 
their efl’ects, the gold movements will effect a contraction of credit 
in the country out of which the gold flows and an expansion of credit 
in the country having the export surplus. ’ Before gold movements 
take place, howe\ er, under the gold standard and under present-day 
mixed standards, short-term capital movements, iinoKing no gold 
flows, often occur. 

Short-term capital movements take place in many forms.” The 
banks and other foreign exchange houses of the country with the 
import surplus (hereafter designated as 1) may attempt to replenish 
their foreign balances by purchasing some of the central bank’s re¬ 
serves of foreign exchange, which the latter is likely to hold among 

■''* Because of the po.ssihility of the gold movements’ merely depleting excess 
reserves in the one country and building tliein up in the otlier, it is impossible 
to estimate the extent to which credit will contract and expand in the respecthe 
countries. Much will depend on the stage of the cycle in the countries iiisolvcd 
and the actions of the central banks. More of this later. 

** The following discussion of short-term capital mo\’emcnts will of necessity 
be brief, being meant only as a refresher for the reader already familiar with 
the mechanics of short-tenn capital movements. The reader who is unfamiliar 
with this discussion is' advised to n'fer to almost any textbook in international 
trade. See especially P. T. Ellsworth, International Economics (New York, The 
Macmillan Company, 1938), pp. 19^209, and references cited therein. 



334 THEORIES OF THE BUSINESS CYCLE 

its assets. Sucli transactions, to the extent that they are carried out 
by nonbank foreign exchange dealers will result in a contraction of 
demand deposits in the borrowing country. And unless those banks 
who buy foreign t'xchaiige from the central bank have excess re- 
.s(‘rves, the use of their reserves to buy the foreign exchange will re¬ 
sult in a nntitipic contraction of credit (assuming also that the 
central bank engages in no open-market purchasing actixitics to 
replenish bank reserves). Thus a decline in tlie national income of 
country I is likely to occur. In the countrx' with the export surplus 
(hereafter designated as E) it i.s apparent that all that has happened 
is a transfer of ownership of demand deposits from country I's 
central bank to its member banks and foreign exchange houses. A 
net expansion of the money income of country E is likely to occur 
if the balances formerly held by country Is central bank were idle. 
Even if this were not the case, however, an expansion is likely to 
result from a shift of the balances from E’s money market (where 
Ts central bank undoubtedly employed them) to use directly in the 
production processes following payment to E exporters; in effect 
this means an increase in the circuit (or income) velocity of money, 
which denotes a rise in national income.^ 

Capital movements may also be induced by the rise in discount 
rates that will result if the banks of country I, as a result of buying 
exchange from their central bank, find their reserves depleted and 
are forced to rediscount at higher rates or contract their loans. 
Foreign funds may be made available to I under the attraction of 
the higher discount rates there. In addition, movements of specula¬ 
tive short-term capital to I may take place. These occur when Ts 
currency falls to a discount under the pressure of its import trade 
balance.^ The more Vs currency depreciates below its norm, the 

To what extent this expansion of E’s national income will take the fnnn of 
goods and serv'ices rather than simple money income and rising prices depend.s, 
of course, on the state of employment of E’s resources and the elasticity of 
their supply at the time the export surplus develops there. At the \ery least, 
however, an expansion in money income in thi£ countiy is likely. Contraction 
of money income might not develop in country I, though, if its banks and other 
foreign exchange houses held foreign balances much in excess of their normal 
needs. 

** The import balance of I causes an exc'ess of its exchange to appear on 
foreign markets over the demand for it to pay for I’s exports. Looked at from 
Ft point of view, there are more importers demanding foreign exchange than 
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Stronger the expectation that it will rise again. Foreign exchange 
dealers, including banks, in other countries then buy I’s exchange in 
the hope of being able to sell it later on at a higher price. Since the 
mechanism by which speculative capital mo\ements and those oc¬ 
curring in response to higher interest rates take place are identical, 
as is their results on the lending and borrowing countries, we shall 
examine them under the heading of international borrowing. 

Let us once more picture the situation. Country 1 has an import 
balance of trade with country E (which may, incidentally, include 
one or more countries oi the rest of the world). The consequence is 
that banks and other foreign exchange dealers in I exhaust their 
foreign balances, against which they sell bills of exchange to Fs 
importers. The initiative for supplying I with additional short-term 
capital may come from banks and other foreign exchange dealers in 
I or from banks and dealers in E. In either event, such short-term 
capital movements recpiire a net expansion of credit on the part 
of banks in country E and thus a rise in its national money income. 
Country I may expedience a contraction of bank credit, or at the 
very least, a decline in the income velocity of money, and hence a 
fall in its national income. 

If the banks and dealers in I take the initiative in bringing about 
the inteniational short-term loan, the procedure is as follows. They 
will draw up drafts on exchange dealers or banks in E, and send 
them to E to be discounted, with the proceeds to be deposited in 
agent banks in E under the accounts of Fs banks and dealers. The 
funds arc made available in E through the money market in E. 
Either foreign exchange brokers in E accept the drafts drawn up in 
I and discount them at commercial banks in E, or the commercial 
banks ill E discount the drafts directly themselves. The incentive 
to discount Fs drafts stems from the higher rate of discount on them 
than on E’s domestic bills. In either case, it is necessary to see that 
the foreign loans made to I entail an expansion of bank credit on 
the part of the banks in E, and, consequently, an expansion in E’s 
money income. In I there will probably be a contraction of money 
income. The purchase by importers of foreign exchange from banks 

- ti j 

there are exporters supplying it, forcing foreign exchange to a premium la Ts 
foreign exchange markets. i 
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in I will result in a contraction of demand deposits, unless financed 
from hoarded balances. Although the banks in I are apt to relend 
the extinguished demand deposits (since the reserv'es are un¬ 
changed), there is a good chance that the banks will now lend them 
out on the money market, and such transactions have a tendency to 
reduce the income velocity of money; as a result, the national income 
in I will fall. 

It is possible, also, for the banks in E to initiate the capital move¬ 
ments. As the fall in the foreign exchange value of Is c'urrencv 
continues, under the pressure of its import trade balance, the specu¬ 
lative value of accumulating balances of Ts currency rises, for the 
stronger is the chance that the currency will begin to rise in \'alue 
again. This is particularly tnie under the gold standard, where the 
decline in the rate of exchange is limited b\' the gold e\pf>rt point. 
Under paper or mixed standards, such capital movements are con¬ 
ditioned, more or less, by the existence of stable exchange rates. 
In the presence of world-wide programs to maintain .stability in 
the various countries, fluctuations in the exchange rates of paper 
currencies should be greatly reduced. Furthermore, many countries 
of the world operate ‘‘exchange stabilization” funds whose function 
it is to keep such fluctuations to a minimum. 

Similarly, if .several paper-currciicy cciuiitrics adopt tlie jiriiieiplc* ol 
an exchange standard, with the central hank or .some other appropriate 
agency in all but one country (the re.ser\’e country) standing ready to 
buy or sell the currency of tlic reserve country at a fixed price, fluctua¬ 
tions in exchange rates as between this group of countries would be 
ruled out. . . 

The world famous “sterling bloc” provides an excellent example 
of this type of arrangement. Thus even under strict paper stand¬ 
ards, and certainly under the present-day mixed standards, short¬ 
term capital movements, of the speculative type now dis¬ 

cussing (as well as the kind arising from disparities in /4||scouiit rates 
in different countries), are often a very important part of the in¬ 
ternational scene. 

,^ the fall in the foreign exchange value of Is currency con- 
ttoues, therefore, banks and foreign exchange dealers in E may be 

Ellsworth, op. cU*, p. 256. 
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expected to increase their holdings of Ts currency, in the hope of 
selling it at a later point lor a higher price. In so doing they provide 
a market for the excess foreign exchange arising from the export 
trade balance in E. As in the case of capital movements taking 
jilace in rf*sponso to the relative differences in discount rates in I 
and E, it is to be noted that the banks in E buy the excess foreign 
t\\changc in E by expandinff fheir de7rianc1 deposits; this expansion 
ol)N'i()usly raist's the national money income in E by approximately 
file same amount. E’s banks and dealers will remit the foreign ex¬ 
change they ha\e acquired (roin exporters in E to agent banks in I 
lor collection, lea\ ing the proceeds on deposit with the agent banks. 
This m(‘ans a transfer of oxvnership in deposits in I from importers 
in I to the accounts of E’s banks and foreign exchange dealers. The 
lesult, like the earlier castes, is likely to be a decline in the income 
velocity of money in 1, as moiu'v is withdrawn from the nonlinancial 
markets in I, to be employed, most likely, by E s banks in the money 
markets ol 1. Hence the national income in I may be expected to 
declint’ somewhat. 

Thus we see, in summary, that short-term capital movements 
aln] 0 .st invariably involve an expansion of bank credit on the part 
of country E and a rise in its national money income."* In order for 
banks in K to di.scount I’s bank drafts or acquire directly balances 
of I’s currency it is necessary for them to create demand deposits. 
This can be done only if E’s banks have excess rewrves or if they 
can discount some of the foreign exchange at the central bank of E 
and acquire additional re.serv es. 

In countries with import balances, capital movements are likely 
to result in a downward pressure on national income, as Vs banks arc 
either forcc'd to contract demand deposits outright, or, in the case of 
international l>orrowing, a contraction of the income velocity of 
money results from a shift of I’s money from industrial use to use in 
money markets. An injection of iic.w money occurs, then, in coun¬ 
tries developing an export balance of trade, while a contraction of 

One possible importaut clas.s of exceptions to this remark i.s the case 
where a country with an import trade balance obtains additional exchange of 
the countries with whom Inis trade balance exists by resorting to money 
markets in otlier countries. In this case a monetary expansion results in countries 
other than E. 
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money income or (equally important from the standpoint of onr 
central problem—the transmission of business c)'c‘les) a slowing 
down of an upswing will probably take place in countries of import 
surplus. It should also be remembered that when capital ino\'e- 
ments fail to provide the necessary foreign exchange to “1” countries, 
they will ship gold to “E” countries. This is as true today, with 
countries on all varieties ot paper standards, as it was in the era of 
the gold standard. The difference, not always as great as some 
writers make out, lies in the more unpredictable behavior of central 
banks in their pursuance of policies often designed to offset the in¬ 
fluence of gold movements. In the absence of tht'se oflsc^tting 
policies, gold movements provide a more potentiallv powerful in¬ 
jection into “E” countries and a more powcTfiil deflationary force in 
“1” countries. 

The Role of Exports and Imports Again—Gold Standard 
Conditions 

We have noted that an upswing in national income in one 
country will probably lead to increased expenditures on imports on 
the part of this country (I). But increased imports on the part of 
one country mean increased exports on the part of other countries. 
Under gold standard or similar conditions, the c.vcess of imports over 
exports on the part of country 1 is likely to lead to short-term capital 
movements from countries E to I, or, these failing or being insuf¬ 
ficient, gold will flow from I to E. In eitfier (*vent, it is apparent 
from previous discussion that there will be net expansion in the 
national money income in E. The expansion will first make itself 
felt, of course, in the export industries of E, where there will now 
be an expansion of employment and income. 

Harking back to the discussion of the multiplier concept, the 
reader will recall that an injection of new money into the national 
income stream has secondary repercussions. That is, the initial 
recipients of new money income (in this case those factors employed 
in the export industries of E) will respend some of their new in- 
fjomes on con.sumption. These expenditures will mean additional 
income to others employed in consumption goods industries in E, 
who will also s{»end part of their increased incomes, and so on. It 
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is possible for us to employ the multiplier concept in our analysis 
of the international transmission of business cycles. The name 
usually gi^’en the multiplier concept in international trade analysis 
is the forciffn trade, or export, multiplier. 

The Foreign Trade Multiplier. The increase in the exported 
goods of cofiiitry E will, as we have stated, lead to an expansion in 
E s national money income. The increased exports lead to an in¬ 
jection of new money in E equal approximately to the value of the 
rise in exports. C^ountrv E’s national income, however, will rise by 
more than the initial injection of new money into its money stream. 
Th(‘ reason is that a multiplier efiect will develop, because the suc¬ 
cessive inconu' recipients are likely to respend at least part of their 
additional incomes. In the abseiue of international trade, that is, 
assuming a closed economy, as we did in the multiplier discussion of 
CJhapter 3, the size of the multiplier varies directly with the marginal 
propensity to consume (or inversely with the marginal propensity to 
sa\ e). 

In computing the foreign trade inulliplier, that is, in evaluating 
thc» efiects on national income of an excess of exports, we have to 
take account of more* than the marginal propensity to consume. For 
just as the people in I, where the upswing started, spent part of 
their additional incomes on imports, so we may expect people in E 
to spend some of their additional incomes on imports. The ratio 
(increase in imports) (increase in income) is known as the marginal 
propemtiiy to import. Because a portion of the increment in income 
will be spent on imports, the value of the multiplier depends not 
only on the marginal propensity to consume (MFC) but also on the 
N'alue of the marginal propensity to import (MPl). Hence the 
formula for the multiplier should really be: fc = 1/ [1 — (MFC — 
MFI)]." The multiplier, k, may stand for the investment multiplier 
or the presently discussed foreign trade multiplier. The difference 
is merely that the former refers to an initial expansion arising out of 
an increase in domestic investment, while the latter refers to an 

” Mathematically, the treatment is a.s folkms: MPI i.s M standing 

fcjr imports and Y income, A .standing for chaiige.s (increments or decrements). 
Without the marginal propensity to consume, k = 1/(1 — AM/*^Y). With the 
marginal propensity to consume, k = 1/[1 — AC/-^Y( 1 — AAf/AC)], which 
equals 1/[1 - (^C/^Y - AM/AY)]. 
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initial expansion in the money stream arising out of an excess of 
exports over imports. 

In illustration of the foreign trade multiplier, let us assume an 
increase in country E’s exports of $1,0(X),000 per annum; this will 
mean an injection of new money in E of aljK)nt $1,000,(XX) per 
annum.’" Let us assume, further, that MP(J e(|iia1s K, and 
MPI equals %. Thus it = L f 1 - (- L-)] ^ 1 (1 - ^ p:.. 

Thus, when we take account of the eftccts of the fraction of incre¬ 
ments in income spent on imports in E (i.e., \1PJ), the si/e of the 
foreign trade multiplier is in this ease, the rise in E’s inconi(‘ 
would be $1,500,(X)0. Without MPI, the multiplier would have Ix'cii 
2 and the rise in E’s income $2,(XX),0(X). It is apparent that although 
a sudden increase in ex'ports over impe^rts will cause national incoiiK' 
to rise by some multiple of the export surplus, the size ol the mul¬ 
tiplier will be reduced not only by the tendenev to sate part of t!u‘ 
increment iii income (MPS), but also bv the tendency to spend part 
of the incr(*meut in income on imports. 

The formula k = L [1 — (MPC — MPI)] should be taken only 
as an approximation of the true multiplier efiects of an excess of 
exports over imports. Some of the reasons for this ha^e beeri dis¬ 
cussed in (Jhapter 3, in the discussion of the innltij)lier tjiere. In 
addition to the reasons given there, the reader should keep in mind 
the fact that MPI is not likely to be the same over the entire cycle in 
any country, and it may behave cpiite diflerently in different 
countries for similar periods of the cycle. We have also omitted 
from the discussion the manner in whieh the portion of tht‘ increased 
income saved is disposed. The answer involves in part a discussion 
of the acceleration principle. However, we have seen that for 
most probable values of the "relation,” the acceleration effect will 
induce fluctuations in the path of the growing national income, but 
it will not affect the ultimate level given by the multiplier alone. 

If thi- excess <if exports from E is paid for by I in J^old, then the money 
.supply is likely to rise by a multiple or $1 lOOO.OOO, in iieeordance with our 
initial as.suniptions of fractional rc.ser\e banking systems in the countries undei 
consideration. The size of the multiple i.s rather utipredic'table, however, as we 
have noted before. The central banks may .sterilize a part of the gold inflow, 
for one thing, and the member banks themselves may be content to permit 
■nirti nil the increase in their reserves to take the fonn of excess reserves, for 
anodier. 
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At the same time, there is a category of induced investment 
which exists apart from that associated with the acceleration prin¬ 
ciple. This category of induced investment results simply from a 
higher level of income, rather than a rise in the rate of increase of 
income as in the case of acceleration effect. Thus if a higher level 
of national income induces more investment, at least part of the 
savings heretofore ignored in the multiplier discussion will enter the 
income stream, raising the national income to a higher level than is 
indicated by the foreign trade multiplier alone. Moreover, if gold 
imports cause banks to make credit terms easier (by reducing in- 
teres-t rates and other recjuirements associated with loans), more 
induced investment may take place because of easier borrowing 
terms, and the national income in E may be raised still further above 
the level indicated by the inultiplicr effect. 

Another omission in the disc'ussion of the foreign trade multiplier 
is the exc’lusion from the analysis of certain other factors bearing on 
the size of the foreign trade multiplier in country E. We have 
ignored the repercussions in I, the country where the upswing 
originated. For as far as E is concerned, a high marginal propensity 
to import on the part of I will not only pro\ ide the basis for the 
spread of the Li])swing in 1, but will also offset, in part, the importing 
propensities of the people of E, so that the rise in E’s income will be 
somewhat larger than appears to be the case when the imports of I 
are ignored. E’s income will also be influenced by the value of Ts 
marginal propensity to sa^^e. The larger the size of I’s MPS, the 
smaller the offsetting effect on E’s importing propensities of Is 
marginal propensity to import. 

We should not forget to examine the effects on country I of the 
foreign trade multiplier. It is, remember, the tendency of people in 
I to spend part of additions to their incomes on imports that provides 
the basis for the spread of, say, an investment boom from I to other 
countries (E). However, it should be remembered, too, that while 
it is this importing propensity that transmits the expansion process 
abroad, the expenditures on imports in I are leakages from Is in¬ 
come and reduce the multiplier effect on Ts income of the expanding 
investment there. The extent of this leakage in Ts income depends, 
of course, on the marginal propensity to import in I. It is the size of 



342 


THEORIES OF THE BUSINESS CYCLE 


the Ntri in a country undergoing an investment boom that de¬ 
termines the speed with wliich the boom will be transmitted abroad; 
the larger the MPI, the faster is the rate of transmission. At the 
same time, however, the larger is the leakage on imports in I, the 
stronger is the damping effect on the growth of I's income.^' 

The Role of Imports and Exports—Paper Standard Conditions 

Unlike the situation under gold standard conditions, cyclical 
fluctuations can be transmitted from country to coiintrv under paper 
standard conditions only if short-term capital moxements take 
place. Lhider the gold standard, or conditions where gold is u.st'd in 
international trade, as is the case today, short-term capital move- 
m(mls failing or being insufficient, gold inoN'ein(*nts provide the 
mechanism of transmission. Since no gold is used under strict paper 

^■‘However, the propen.sities to import in other eoniitrit.s (F.) wliile iutiiit; 
as leakages to the iriultiplier effects of the cxpan.sioii of exports tliere, als») offset 
somewhat the (Limping effect on Ts income of the importing propensities of its 
own nationals. For an excellent and detailed discussion of the toieign trade 
multiplier, from the point of view of countries 1 and E both see F. Machlup, 
International Trade and the National Income MullipVwr (Phihulelphia, I'hc 
Blakiston Company, 1943), especially Cv]iap.s. Il-Vll. Protessor Hagnar Nurkse 
and others haie also pointed out that while it is the x ahie of its marginal pro¬ 
pensity to import that determines the relative strength of the impulses that a 
country transmits abroad, the percentage change in a eoiintrx ’s imports may be 
greater or less than the relative change in the country's national income. This 
means that the amplitude of fluctuations in a country’s imports may be greater 
than the amplitude of the fluctuations in its income. The amplitude of the 
fluctuations in imports associated with fluctuations in a country’s income is 
determined by the "income elasticity of demand for iiiijiorts.” This income 
elasticity of demand for imports is defined as (AAf/AV)'( Af/V), f.c., llic 
marginal propensity to import divided by the average propensity to import 
(API). Thus a country may have a high MI*I, but nave a relatively steady 
demand for imports if API is still larger. This is the case with England, and 
is explained by the fact that her imports consist mainly of foodstuffs. The 
United States, on the other hand, while having a relatively .small MPI, has a 
still smaller API, so that its income elasticity of demand is relatively large. 
Its imports thus fluctuate more widely, percentagewise, than does its national 
income. The reason is that its imports consist largely of industrial raw materials. 
A relatively high income elasticity of demand for imports on tin* part of a given 
country makes for more cyclical instability abroad than a comparatively low one, 
particularly, when the country is as large as the United Stales is. This is one 
reason why it is so important that the United States reduce the fluc'tiiations in 
its national income; such u reduction would aid inimeasnrably in the attain¬ 
ment of stability abroad. Cf. R. Nurkse, "Dome.stic and International Equi¬ 
librium," in S. E. Harris, ed.. The New Economics (New York, Alfred A. Knopf, 
^948), ppi 270-271 and passim. 
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standard conditions, short-term capital movements are the only 
means by wliich cycles can he transmitted. The manner in which 
these capital movements effect this transmission has already been 
deseribt'd; the analysis is the same as that discussed under gold 
standard conditions. 

Without short-lcrin capital movements, the movements in ex¬ 
change rates under paper standards effccli\dy estop the process of 
transmission. For example, assume an investment boom to occur 
in I. Depending on its MPl, J’s imports will rise to some extent. 
But this increase in imports over exports will cause the foreign 
exchange rate in I to rise; Fs currency will now be at a discount, 
while loreign currencies will be at a premium. Such a movement in 
exchange rates has the eftect of raising the price of imports in I, 
causing them to fall again tliere. At the same time, the prices of Is 
exports abroad will be cheaper, and exports from 1 will increase. 
Thus any expansion of exports in foreign countries is halted and 
offset by a rise in imports in these countries, as a result of the fall 
ill the price of Fs currency. In the end, the expenditures of I on 
foHMgn goods will be offset by an equivalent expenditure of these 
countries on Fs goods. Furthermore, there has been no transfer of 
purchasings poiccr, indispensable if the expansion in I is to be trans¬ 
mitted abroad, for, short of capital movements, there is nothing in 
the foregoing that pnnades the basis for a net injection of new 
money into the national income stream of the foreign countries or 
net contraction in Fs money stream. Without capital movements, 
exporters in E would have no banks or foreign exchange dealers 
to whom to turn for the sale of exchange representing the excess of 
exports in these countries. The foreign exchange rate would simply 
fall until exports were reduced, imports in these countries increased, 
and the two brought into equality. 

A Qualification. Actually, this case is a bit overstated. In the 
absence of short-term capital movements, the effects of an increase 
in demand for imports in country I may be likened to a shift in 
composition of aggregate demand in I, or what we have called a 
horizontal shift in demand. This follows from the rise in Fs exports 
following the decline in the exchange value of its currency. Thus 
although a certain amount of domestic demand in 1 has been di- 
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verted to foreign imports, the latter is finally matched by an increase 
in demand for Is products abroad. Hence the a^grcf^atc demand 
for Ts goods is unchanged, although its composition has altered in 
favor of Ts export industries. The same analysis would follow in 
the case of a country whose exports declined due to recession abroad 
(if, again, there were no capital movements). The ensuing fall in 
its imports, following the rise in foreign exchange rates, would 
result in a shift in the composition of its aggregate demand in favor 
of domestic industries. 

The statements made earlier, that without short-term capital 
movements country I would experience no change in its national in¬ 
come, assumed no inflationary or deflationary effects from the shift 
in resources from domestic to export industries. Whether this is 
true dc'pends, lor example, on the relative amounts of investment 
required in the two categories of industry'. If the export industries 
require more investment, the net effect is almost sure to be ex¬ 
pansionary. If the opposite is true, there is a possibility that the net 
effect may be deflationarx', but not necessarily. We have discussed 
this problem at other points in this book, and there is no need to 
repeat the discussion here.*^ 

The same type of analysis holds in the case of a countiy which 
suffers a decline in its exports. However, although this is true 
on a priori grounds, the present writer is inclined to the opinion 
that unless this happens while the affected countrv’ is in a state of 
rigorous cyclical expansion, the shock to confidence may well prove 
contractionary, even though there is no loss of purchasing power to 
foreign countries. The reasons for this, again, are elaborated on 
elsewhere in the book.*'^ 

As yet this case* remains purely hypothetical, for gold does move 
in international trade. Thus the discussion of gold standard condi¬ 
tions is the relevant one for the problem under consideration. Some 
modifications of the gold standard discussion are iu*cessary, how¬ 
ever, and these will be made in due time. Right now, let us turn 
to a consideration of the role of /ong-term capital movements in the 
transmission of the business cycle internationally. 

**See Chapter 3, pp. 112-1J3, Chaptei 6, pp. 214-215, and Chapter 11, 
pp; 3«a-383. i'*See Chapter 11. pp. 382-383. 
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Lottf^’Term Capita! Movements: The Role of Foreign investment 
in the Propagation of Business Cycles—Gold Standard Cofiditions 

III virtually all cases, loiig-tenii capital movements will facilitate 
any e\pansionai\ iti()\ ein<*iit in the capital importing country (or 
slow clown a contraction there). U spent in the capital importing 
country, llic^se capital movements obviously add to the total mone¬ 
tary demand there. Hut even if the proceeds of tlu\se loans arc not 
spcmt in tlie capital importing countries (a strong possibility), 
the loans add to the supply of loanable funds there, either lowering 
the interest rate or slowing down its rate of increase. Put soinewliat 
better, perhaps, capital imports forestall a possible general tighten¬ 
ing of credit conditions in thc‘ importing country. 

The eflect of long-term capital movc^ments on the capita] export¬ 
ing countries is somewhat uncertain. If th(‘ proceeds of such loans 
aie spent in tlu' lending country, there is little doubt that the results 
will be stimulating to the lending c'ountry, particularly, if the supply 
o( loanable funds is ample in these countries. These loans represent 
an increase in tlu’ rate of iinestinent in the lending countries, in the 
form of foreign iu\<'stmeiit, which is one of the catt‘gories of total in- 
s'c'stment. Excellent exainph's of th(' stimulating effects of such 
loans are pro\'ided bv the United States during the 1920’s and the 
late 1940’s. In both periods, no small part in the booms of these 
periods w'as plaved by high levels of foreign investment going on, 
with the proceeds being largely spent in the United States.'" 

Loans spent elsewh(*re than in the ca])ital exporting country may 
be deflationary to this count^\^ This follow\s from the fact that 
these loans reduce the supply of loanable funds available in the 
lending country. The re.sulting rise in interest rates and the general 
tightening of credit conditions in the capital exporting country 
would then have the effect of shortening an upswing or accentiifli,tiwg 
a downswing, w hichever was taking place. However, the extent 
of this eflect is largely dependent on the supply of funds available 
at the time the foreign loans are made. Tf these are MIple in the 

“Put soiiiowliat differently, the United States financa4 its very Targe 
volume f)f export.s duiiiig the twenties and forties by its larg^ capital loans to 
the countries doing the importing. 
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capital exporting country, the* deflationary effects in this country will 
be small, if any. For example, if capital is exportc'cl during a depres¬ 
sion to a country having a boom, it will facilitate the boom without 
causing any serious shortage in the supply of funds in the lending 
country, since these are apt to be* plentiful during depression periods. 
Thus the period of the cycle when foreign loans are made is an 
important consideration in e\aluating the effects on the lending 
country.*' 

There is a tendency for capital movements to lengthen periods of 
expansion and depression. That is to say, cyclical expansions and 
contractions would tend to be shorter in the presence of less capital 
movements. If additional capital were not to be had during periods 
of expansion, upswings would tend to be somewhat shorter in dura¬ 
tion. By the same token, the less prone capital is to leave a country 
during depressions, the lower interest rates would be and the l(*ss 
stringent would credit conditions in general tend to be in tlu* tie- 
pressed countries.’'' 

The effect of capital movements on the busint'ss cycle of a 

Even in the cast* wliere some tiefl.itinnarv eileils .nr ii lt in llu‘ capil.kl 
exporting couiilry, these will he rJlsel .somewhat In the inen'.ise m evport.s of 
the capital exporting country that always accompaiiv ioieign loans. (This 
effect is coniplett'ly apart frfiiii the ciuestion whether the proct'eds of the loan 
are spent in the lending country.) Ce^eri.v paribus, an ineie.ise in foreign loans 
on the part of any country c.iiises the foreign exchange rate of that country to 
ri.se, that is, the lending process causes otlici currencic's to rise in value relative 
to the one of the lending country. This inakc’S the exports of the lending 
eountrv' cheaper in fon ign countries and results in an expansion of the lending 
country’s exports. 

As Pnifcssor Huherler has noted, tlii.s statement properly applies only to 
situations where there arc differences in tlie relative intensity of prosperities anil 
depressions in tlie different countries of the world. Tims it one country were 
experiencing a stronger hoom than another, limitations on capital movements to 
the former country would act us a restraining influence on its hoom. Howt*\cr, 
the country who.se upswing is lcs.s vigorous would benefit and find its upswing 
prolonged by the limitation on the drain of c'apital from it. In the same 
miuiiier, more depre.ssed countries arc likely to benefit from limited capital 
movements, while the less depressed ones would suffer, for capital would tend 
to flow from the former to tin* latter. Cf. Haberler, Pros-))eriU/ and Depression 
(Lake Success and New York, United Nations, 1946), p. 420. 

SonMlIiMft however, a country in the throes of a chronic depression may 
wdl experfencfi h stimulating influence as a result of making foreign loans. 

the circtimstanccs, the supply of loanable funds is likely to far exceed 
tlir demand, so'that no tendency toward credit stringency is likely to follow 
capital exp()rts. “But sinc'e capital exports invariably result in increased “good” 
exports, some .stimulating effect is u]mo.st hound to occur iu the lending c‘ouiitry. 
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country is also influenced by its long-run credit position. Countries 
which are borrowers (immature debtor nations) are likely to find 
their downswings aec'entuated when a cyclical downswing has at¬ 
taint'd world-wide dimensions. The marginal efficiency of capital 
being low the world over in these circumstances, there is likely to be 
little foreign investment on the part of any country. Immature 
debtor nations, who are largely dependent on foreign funds for in- 
\estinent, are apt to sufler from a severe' shortage of loanable funds 
as a consequence, with the resulting stringent credit conditions 
greatly intensifying the depressive forces in these countries. Coun¬ 
tries who are noriiially capital lenders (mature creditor nations) 
may benefit by the increased supply of loanable funds made avail¬ 
able douK'Sticallx’ by the curtailment of foreign lending since, at the 
very least, credit conditions will tend to be eased somewhat by the 
addc'd supplv of funds. An important exception to this statement 
arises in ('ases of countries in the midst of chronic depn'ssions (see 
footnote 17). On the whole, it is probable that the depressi\'e 
eflects oil borrowing countries are greater than the stimulating effect 
on lending countries. 

Long-Term C4apital Movements: The Role of Foreign investment 
III the Propagation of Business Cycles—Paper Currency Conditions 

(Capital mo>ements mav exercise the same effects under paper 
currency conditions as thev do under gold standard conditions. 
However, further pos.sibilities arise under paper standards because 
of the absence of specie movements under these conditions. 

A countrv experiencing a boom, or a greater expansion relath e 
to the rest of the world, is likely to offer good opportunities for 
foreign investment. The flow of foreign capital to it p^o^ides the 
basis for extending the expansionary forces to other countries. If 
the proceeds of the foreign loans are spent directly in the capital 
lending countries, the stimulating effects of the capital movements 
on the capital lending countries are clear. Even if spent elsewhere, 
however, the loans will provide a stimulating influence on the lend¬ 
ing countries. The reason is that under paper standard conditions, 
specie movements are ruled out; hence, ceteris paribus, the capital 
movements cannot reduce the supply of loanable funds in the lend- 
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ing countries.^® Exports of the lending country are bound to in¬ 
crease, moreover, whether the proceeds of their loans are spent there 
or not. Capital exports, in the absence of fortuitous circiiinstances, 
tend to depress the exchange value of the currencies of the lending 
countries, with the result that exports of the lending countries are 
stimulated; the increased exports, in turn, may be evpectc'd to have 
a stimulating effect on the rest of the (‘conomv in these eountrie\s. 

The countries experiencing the investment boom, to whom 
capital is flowing, are likely to feel a damping influence on the rate 
of upswing of national income. Under paper standard conditions, 
capital imports can take place only through an excess of imports on 
the part of the Ixirrowing (capital importing) countries. As a result, 
there is an increase in the total amount of goods in the capital im¬ 
porting country, while the money supply is at the most unchanged; 
the result is a decline in the general level of prices. Put a bit dil- 
ferently, there is a diversion of monetary demand away Ironi 
domestic products to the foreign imports, so that th«’ domestic in¬ 
dustries experience a decline in the demand tor their products (at 
going prices). Hence if the capital importing C'onntry is experienc¬ 
ing an upswing in l)usiiiess activity, as we ha\e been postulating, 
the capital imports exercise a dc'flationary infliumce on the upswing. 
During an in\'estm(*Tit boom, this effect will probably act nierc^lv' to 
slow down the rate' of domestic expansion and no more."^ 

Not only will the supply of funds not be reduced, Imt if the loans are 
made from idle balaiKcs (or excess reser\es), tln' efletts smU definitely he 
stinmlcitintr. 

The reader should recall that, in the presence of specie mox'emenLs under 
gold or mixed standard conditions, these possible stimiil.iting effects of capital 
loans on the economies of tlK- lending countries may possibly he offset by the 
reduction in the supply of funds in the lending countries brought about by the 
specie ino\'c*ments. 

For the sake of completeness, we might mention a case suggested bv 
Professor Hdberler. Thi.s is one in which an upswing is begun in a particular 
country in response to a fall in interest rates. The decline in interest r*itcs 
alone will induce a movement of capital oi#f of the country undergoing expan¬ 
sion, in contrast with the case discussed in the text, where the expansion arose in 
response to a riae in the marginal efficiency of capital. Rather than acting as 
an instrument of transmission of the expansion from thLs country to others, the 
capital exports now act as a defiationary force on the other countries. This 
happens because capital is in this case flowing to the re.st of the world, instead 
of from these areas. But capital imports require a surplus of imports into the 
capital importing countries. If these are not undergoing any expansion, Che 
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The Influence of Central Bank Policies 

Up to this point the discussion has proceeded with the (implicit 
and, at times, explicit) assumption that the central banks of the 
^especti^e countries played an absolutely neutral role with respect 
to the behavior of international transactions. Perhaps the sharpest 
contrast offered by monetary phenomena in recent history with 
those of the heyday of the gold standard has been the concerted 
efforts on the part of central banks to neutralize the effects of gold 
inovemeiits.Since the thirties the monetary antliorities in the 
\'arious countries have more or less followed the policy of making 
the domestic money supply independent of international gold move¬ 
ments. Monetar\- ])olicy around the world has generally been di¬ 
rected at promoting domestic monetary stability. When gold 
movements ha\c appeared to be running counter to this goal, 
central banks ha\ c stepped in to offset their effects on bank reserves, 
etc., by resorting to appropriate open market operations, and other 
central bank tools of policy."^* 

The significance for onr problem of central bank policies aimed 
at making domestic money supplies independent of gold movements 
is that they create a large element of uncertainty in onr analysis. 
The ability of cyclical movements to be transmitted internationally 
d(*pends in large part on neutral (or sympathetic) central bank 
policies. Thus if the central bank of a country undergoing a mone¬ 
tary expansion, because of short-term capital outflows to, or gold in¬ 
flows from, countries experiencing an investment boom, acts to offset 


effect in nil probability will be deflationary. (Cf. llaberler, op. cit., p. 449.) 
However, the* present wTitur, believing that the marginal cfficicucy of capital 
sclicdiilc is rclatixcly inelastic vidth respect to the’ rate of interest, feels tluit a 
major boom stimulated solely by a fall in tiie interest rate, without an important 
iiicTea.se in th** marginal efficieiuy of c apital is not a very Lkely prospect. 

It would be a lar-fetched dream, howes'er, to aver that the monetary 
authorities neser inters eiied to offset the effects of gold flows during the period 
when International gold standard flourished in all its gilded glory. However, 
while such factors did at various times opexate to influence the activities of 
central banks, then* were never any long-range, consistent efforts on the part 
of the central banks to base their actions on this goal. 

Of CHiursc, it was the extreme contradiction between gold flows and 
domestic stability which forced various countries off the “pure"^ gold standard 
ill the first place. 
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the increased money supply, the international spread of the ex¬ 
pansionary forces may be stopped in its tracks or at least slowed 
down. (This might happen, for example, if the country were ex¬ 
periencing inflationary forces.) On the other hand, a central bank 
may act in sijmpafhtf uifh a gold inflow or capital outflow if these 
are the result of an export .surplus occurring during a slump in its 
country. In this case, the central bank may c*ngage in open market 
purchases, lower reser\e recjuirenients, etc., more than in prfvpor- 
tion to the gold inflows, so that inonetarv expansion might be greater 
than expected Irom the gold movements alone. W’e sav ‘‘might’' be¬ 
cause we cannot omit the ]K)Ssibilities of excess rcserses and other 
hoarding propensities which theinscKes might act to neutralize the 
crutnil hutik actix ities. 

Then there is the problem of central bank he'haxior in conntric’s 
into which short-term capital is moving, or out of which gold is 
flowing. If the central bank acts to offset these moxements, then 
this country will led no deflationary effects as a r(‘snlt of them. 
Hence if an upswing is in jmigres.s, it may proceed unhampered; 
this is likely to b(' the ca.se dining the early stages of an upswing. 
The central bank in this coiintrv will act in a similar fashion during 
a world-wide downswing, with the country in question undergoing 
a less sex ere contraction than the rest of the world. If the country 
is passing through a shaqo inflationary period, howexer, the central 
bank is apt to act in sympatliy with the gold movements. But there 
is also the problem of excess reserxes. If these e*xi.st in great abun¬ 
dance, the gold outflows may simply lead to a dephdion of excess re¬ 
serves, without effecting a monetary contraction at the momi‘nt, 
although, in the absence of central bank action, the decline in excess 
reserves may hinder continued expansion at a later time*. 

The experiences with monetary policy in the past couple of 
decades indicate quite clearly, however, that central bank activities 
are apt to be much more successful when embracing efforts to halt 
the spread of inflationary movements rather than deflationary ones. 
Moreover, the central banks themselves have often been em¬ 
barrassed by the contrariness of short-term capital and gold move- 
inents. Often when raising discount rates to forestall further in¬ 
flationary forces, central banks have found thidr actions frustrated 
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by an inflow of short-term capital, requiring gold imports, in re¬ 
sponse to the higher rates of discount. Similarly, capital outflows 
in\ol\iiig gold exports have at times partly nullified central bank 
attempts to ease deflationary lorces by lowering their discount 
rates. 

The influence of **Ahnonnar* Short-Term C.apital Movements 

Mention must also be made of the thoroughly unpredictable and 
cli se(|uilihrating “hot money’ capital movements. These are short¬ 
term c apital mo\ements arising not from nonnal intc»niational trade, 
but from eflorts of inclixiduals to find safety in foreign currencies. 
Tht‘se eflorts are the products of attempts to find sc'curity against 
rt'iil or imagined threats of currency devaluation, departures from 
tlu‘ gold standard, fretvj'ng of foreign balances, and the like. “Hot 
nioiH‘v ’ movements at tinu*s work in a manner completely opposed 
to the dc'seription of short-term capital movements given earlier in 
this chaptiT. For example, a country undergoing an upswing in 
business activity will at some time increase its imports relative to 
its exports. The result will usually be a rise in foreign exchange 
rates. We have asserted that this situation will result in a flow 
of short-term capital to this country, thus [)roviding the basis for 
transmitting the forces of the upswing abroad. However, if the 
people of this country feel that the decline in their currency will be 
followed by a further decline, instead of capital flowing into this 
country, it may well flow out. The results would then be com- 
jiletely contrary to those discussed on the basis of capital inflows to 
a country in this situation (an upswing). In like manner, a country 
going through a downswing might be expected to dcvi‘lop an export 
surplus, which, in turn, would furnish the means for transmitting the 
downswing abroad. This assumes, howev’er, that capital outflows 
or gold inflows will occur. But should the people of this country 
fear that currency devaluation or some such is imminent (.say, as a 
means of stimulating exports of the country concerned), gold may 
flow out of this country on the wings of flights of capital seeking 
refuge in other (stable) currencies. Such an occurrence would 
again reverse the process that would transpire in the absence of 
these “abnormal” capital movements. In addition, the gold flows 
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into other countries, resulting from the “hot money” flights from 
the coimtry in question, very likely will be sterilized, foreign central 
banks anticipating a possible reversal of these movements once the 
(real or unreal) basis for them disappears. 

The Influence of Tariffs, Currency Devaluations, 

Exchange Controls, Etc. 

The use of tariffs and currency devaluations by the various 
nations of the world to immunize themselves against the spread of 
the depression during the thirties has become a commonplace. Tlu* 
goal, of course, was the curtailment of imports by raising import 
prices and tlie stimulation of exports bv reducing export prices, so 
as to create an export surplus with its attc^ndant stimuli to the nation 
ha^ing it. The eflects of an export surplus on the national income 
of a country we are now in a position to apprc'ciate. A somewhat 
longer run goal of higher tariffs and currency de\'aluations during 
the tliirties was a stimulus to domestic investment in industries pro¬ 
ducing the goods formerly imported and in industries competing 
with imports. 

The beginning economics student is usually abli‘ to |X)int out 
the flaw in the reasoning associated with the use of tariffs to stimu¬ 
late the economy of any one nation. The desired results of tariff.s 
are attainable only so long as they are pursued unilaterally or by 
comparatively few nations. But the difficulty is that most nations 
ha\’e people who understand the stimulating influences to national 
income of tariffs, exchange devaluations, and export surpluses. The 
consequence was, of course, that during the thirties all nations 
pursued the same goal, with the result that the goal Ix^came for 
most an utterly elusive mirage.Exports also gradually fell off in 
all countries, as was to be expected, since, in the absence of inter¬ 
national lending or gifts, nations can pay for imports only by export¬ 
ing. Thus what was gained in the stimulus to investment in plant 
and equipment to produce things formerly imported was lost in 

Some nations did beiu-fit by ending up with soinc'wluit better tcniis of 
trade thaa llk)se with which they .started. The analysis of this possibility, 
however, leave to a l>ook on international trade. There is little doubt, 

Ibat $6 world a.s a ^ hole was worse off in tlie presence of uniformly 
it had been before. 
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the decline in the export industries,*" and everybody was worse 
off than before. The decade of the thirties was a decade of competi¬ 
tive tariff barriers and competitive exchange depreciatioii; it was 
also a decade of complete futility in the sphere of international trade. 

To the extent that high tariffs and exchange depreciation an* 
pursued unilaterally, of course, they will tend to stop or at least slow 
down the sprc‘ad of dc'pressions to countries resorting to these de- 
vic(‘s, at the same time perhaps intensifving tlie deflationary forces 
of countries already e\]>eriencing them (hv restricting the latlcrs 
exjiorts), provided the latter do not retaliate. Since the latter pro¬ 
vision is tfie only thing that makes sense in the mcKlern era, we 
may conclude that the raising of tariffs and the resort to eoiiipetitU e 
exchange dejireciation will not prevent the spread of cv^Heal de¬ 
pressions; in fac t, th(* lessons of exj)erience in this field indicate that 
resort to these techniques only intensifies the deflationary tend¬ 
encies for the world as a whole (by curtailing the exports of ail 
nations). 

However, the last statement is true only for transition periods 
during which tariffs an* raised and currencies depreciated. If we 
start out with Ihe assuinplioii that liigh tariffs, etc., already exist, 
these remarks need to be modified .sornew'liat. The modifications 
may be stated succinctly in the form of a syllogism. High tarifls, 
etc., all over the world tend to reduce sharply the level ol exports 
and imports the world over. Exports and imports, howev er, arc the 
basic mechanism through which cyclical fluctuations are transmitted 
from one country to another. Tlierc'fore, /n'g/i tariff barriers tend to 
reduce sharplif ihe fcndencij of business cijcles to become ivorld- 
wide in scope. There have lH»en many economists who hav'e used 
this line of rc'asoiiing to advocate tariffs as a means of insulatirig the 
economy of any one nation, seeking economic stability at full em¬ 
ployment, against the cyclical instability of other eountries of the 
world. 

Here again we liave oversimplified the issues somewhat. A country may 
.still gain in thf .shift of its iudu.stri.il structure ii the increase in iiuestment in 
the new plant and equipment designed to produce the things formerly imported 
is greater than the disinvestment (limited to replacement) in the export indus¬ 
tries. However, the experience of the thirties indicates, so far as abstraction of 
the tariff effects from other concurrent policy effects permits, that as a whole 
no nation reaped any real benefits in this dii-ectirm, and most lost. 
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The tendency of high tariff barriers to jam the channc'ls of trans¬ 
mission of cyclical moveim'iits internationally suggests another de- 
\elopment of the thirties wliich had exactly the same eflect. This 
development was the resort to exchange controls by many countries. 
The origin of exchange controls may seem somewhat paradoxical in 
the light of the prexioiis discussion, particiilarh' that of exchaiigt^ 
depreciation. Briefly, exchange controls had their origin, princi¬ 
pally, though not exclusixelv, in the ellorts of some coniitri(\s to 
keep the \ahu‘ of their currencies from falling in international (ex¬ 
change by pcggi/i" them. The result, in maii\ instances, was an 
o\ er\ aluation of the currencies whose international exc'hange \alues 
wt're pegged by their go\ ernments. Exports from tliese countri(\s, 
therefore, became relati\'ely expensive to the rest of the w'orld, w^ith 
the result that they fell ofl. As exports fell off, the ability to import 
naturally declined. The shortage of foreign exchange resulting from 
the decline in exports, moreen er, caused the governments concerned 
to ration the scarct' foreign currencies in order to assure that the 
imports that contimu'd would consist of “necessaries.” In addi¬ 
tion, in order to economize on the use of wdiate\er foreign exchange 
w'as available, these countries resorted to bilateral trading agree¬ 
ments with such countries as they could cajole into agreem(*nts of 
this sort. The essence of these agrecmients was the clearing of 
(’xport x'alucs against import values on the part of the two countri(\s 
concerned without the use of foreign exchange.*’ However, the in¬ 
evitable accompanying cousecjueiice was an increa.sing restriction 
of trade to the members of the agreements themselves, to the in¬ 
creasing exclusion of other countries of the world, who would not 
enter such agreements. The.se results have been aptly summari/ed 
by the very descriptive term “bilateralism.” 

On the whole, bilateralism tends to reduce the level of world 
trade, because, by the very nature of the agreements involved, 
choices to buyers and sellers both are limited to the products of the 
two agreeing countries. Moreover, the overvaluation of the cur- 

“Neces.saries” in many cases, like Germany, were defined as goods needed 
for urmament programs. 

Extensive discussions on exchange controls, bilateral clearing and pay¬ 
ments agreements are to Ik* found in any iiiodi'ni textbook on international 
economics, together with references to the excellent literature on the subject. 
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reiicies of tlie exchange control countries tends to make their 
proclnets in foreign trade too expensi\'e relative to those of countries 
with depreciated eiirreneies. In addition, there is an uncertainty 
factor associated with the “controlled" currencies, uncertainty as¬ 
sociated with tlie le\’el of the controlled exchange rate. These 
factors, tog(’ther witli the various payment restrictions usually as¬ 
sociated with bilateral agreements, have all tended to drive trade 
into fixed chaniu’ls, and so severely restrict the ability of the various 
nations ol tlie world to trade* with each other. But we have observed 
tliat it is precisely thes** trade* relationships among nations that pro- 
^i(le the basis lor international propagation of business cycles. Re¬ 
duce c\]K)rts and iinjKuts among the various countries, and in- 
e\ itabl). the ability of cyclical fluctuations to sprt*ad internationally 
IS ,iIso r(‘duccd. This effect has been the chid result, so far as the 
problem under consideration is conc(*ru(‘d, of exchange controls 
and bilateral trade agreeinenls.”" 

One final point is to be noted in connection with the tendency 
of trade* restrictions to reduce the international contagion of the 
business cycle. The r(*a(ler \y\W recall that a boom in a particular 
eoniitr>' lends to create an adverse trade ))alanee. While such a 
balance tends to stimulate the national income of the countries 
whose exports undergo a sharp increase, it will be remembered that 
the increase in imports of the first country tends to exercise a damp¬ 
ing influence on the iip.swing of that country (through the leakage 
on imports). Deflationary forces also tend to be offset somewhat by 
the expansion in exports that countries experiencing them tend to 
develop. To the extent, therefore, that foreign trade tends to 
exercise a moderating influence on cyclical fluctuations in countries 
^^'here they begin, or are being e.xpericnced most strongly, rcxtriction 
of foreign trade may be said to increase the intensity and amplitude 
of the cycle in these countries, as well as minimi/e its spread. 

-"Tins stat(’nn*nt is in mvcl of .soini* inoclific.ition. Wv inijrht ht'tltT lime 
s.iicl th.it hilaUMMlisin retimes the tendeiic> of business cycles to become uxyrld- 
widv ill scope. For tliese systems do have the tendency to make the member 
countries much more interdependent than they yould be under multilateral 
trading systems. Hence cyclical movements between iiicfii/jcr countries would 
actually tend to be facilitated. However, the tendency of such movements to 
spread beyond these countries is greatly curtailed. 
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As a result of the foregoing disenssion of such factors as central 
hank policies, excess reserx es, flights of capital, tariff barriers, ex¬ 
change controls, etc., the reader should now be coiivijiced that the 
mechanism for the international spread of business cycles is, indeed, 
an imprecise one. Its gears may become meslu'tl liv any one of the 
possibilities mentioned. The present-dav state of affairs forces ns to 
acknowledge that onr earlier description of the manner in which 
cycles sj)read from country tf) country must be interpreted as a state¬ 
ment of general tendencies. Because* of the \arions possibilities dis¬ 
cussed abo\e, the channels through which cycles are transmitted 
ma\' become jammed at an\' time. The result is that sometimes the 
propagation of cycles ma) be effecti\’ely halted or slow(*d down, 
while at otlier times it may be facilitated. 

\oie on Recent Efforts to End Trade Restrktions 

In the years following the end of World War II, the various 
countries of the Western w^orld ha\e been making increasing efforts 
to lessen and even remo^e many of the restrictive devices imposed 
on the free flow of international trade in the past. Article 1 of the 
International Monetary Fund Agreement includes among its goals 
the expansion and grow'th of international trad(‘; the promotion of 
exchange stability and the a\oidance of competitive exchange de¬ 
preciation; the creation ()f enough confidence among its members 
to assure the establishment of a multilateral system of payments; 
and the elimination of foreign exchange controls. Article I of the 
International Trade Organization Charter includes among its 
purposes and objecti\'es the furtherance of incTeased access on 
ecjiial terms to the n'orld's markets, products, and productive 
facilities; the reduction of taiiffs, import quotas, cartels,-’ and other 
rpiantitative restrictions and barriers to world trade; the encour¬ 
agement of the international flow of capital, assisting the In- 
t(*r7iational Monetary Fund in its efforts to eliminate exchange 
controls, etc. 

More recently, the various countries of Western Europe and the 

It is dear that iiisol.ir as iiitcriiatioiial cartels rt\stri<‘t trade through 
such practices as alloeatitni of markets, restrictions on production and capacity, 
.Old tne like, .they constitute a (private) source of restriction on the volume of 
^^o^ld trade. 
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United Kingdom have concluded an agreement on a European Pay¬ 
ments Union. The purpose of a "payments union” is the establish¬ 
ment of free convertibility of currencies. Such a system would re¬ 
place the present widespread resort to systems of bilateral financing. 
These systems bind the members of an agreement to utilize balances 
of currencies of other agreeing countries for purchases only in cer- 
tain stipulated areas. This, in effect, is the* significance of the “ster¬ 
ling arc‘a,” the member countries of which are bound to spend ster¬ 
ling exchange only in llie countries of the sterling area. A payments 
union would permit the holders of sterling balances to spend them 
in any of the countries which are members of the payments union. 
The union, however, aims at th(‘ free convertibility of all European 
currencies. Trade would then bt‘ considerably freer of financial re¬ 
strictions which scserely limit imports and, therefore, its total 
N’olumc. 

It is ex'ident from the foregoing that the world in general is 
moving closer to a system of free (or, at least, freer) trade*, re\*ers- 
ing the trend <\stablished in the* interwur peiiod. This rcsersal of 
form is taking plac'c for many reasons. Foremost among these is 
the realization that restrictions on world trad(* ha\e ser\ ed to re¬ 
duce sharply its lex el, at the same time, hx’ progressively limiting 
national specialization, impinging increa.singly on the lix'ing stand¬ 
ards of the various peoples of the w orld. Regardless of the reasons, 
however, it is evident that as the channels of trade and capital inoxe- 
menls are steadily made freer, the mechanism for the international 
spread of the business cycle will gradually improve in perfonnance. 
What the coji.se(|uences of this will be it is hard to foresee. Such 
a development, however, may w^ell b(*come tJie source of pressure 
on the x'arious countries to join in a cooperative program aimed at 
ensuring domestic and international economic stability at high levels 
of employment. 
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CHAPTER 11 

ECLECTIC THEORY OF THE BUSINESS CYCLE 


INTRODUCTION 

It is now time to gather up many loose ends and sec if we can 
form something of a cohesi\’e picture of the more general aspects of 
business cycles. The aim of the present chapter is that ot synthesis, 
of drawing on the various theories and strategic relationships which 
we have examined and compotHiding out of them a “model cycle." 

We have, it is true, stressed the* fact that each cycle is a historical 
entity ut)to itself. And so it is. The duration of the cycle and ol 
each phase of the cycle, the intensity, and the amplitude of the 
cyclical movements in national income and employment, all are 
likely to display major differences from cycle to cycle. These dif¬ 
ferences hai'e many sources of origin. They may originate in the 
factors which provide the initiating forces at the lower or upper 
turning points of the cycle. Upswings and downswings may be¬ 
have differently when initiated bv shifts in the consumption func¬ 
tion, by clianges in the rate of autonomous investment, by inventory 
movements, and so forth. And as implied in the last statement, 
the turning points themselves may be induced by different factors 
in various cycles. The characteristics of cycles will difler according 
to various institutional arrangements, such as the extent and type 
of development of the banking system, customs with respect to 
habits of payment and spending, the role of foreign trade, the extent 
of monopolistic elements, etc. Nor are the multiplier and accelera¬ 
tion effects likely to be the same from cycle to cycle; the same is 
true of the expectations factor. The elasticities of supply of raw 
materials and labor, and other factors of production, may also be 
counted on to differ in successive cycles, and so on. 
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Despite these dissimilarities in character, each major business 
cycle in the modern industrial system exhibits certain fundamental 
likenesses to e\ery other business cycle. The expansion and con¬ 
traction of the supply of bank credit, the waves of optimism and 
pessimism, the relatively grt'ater fluctuations in durable goods 
production, the disparate movements in co.sts and prices, these and 
other factors are characteristic of most major cyclical inoveiiieuts. 
The various similarities will become apparent in the course ol the 
dev elopment of the present chapter. 

Exogf/iONs i»v. Endogenous Forces 

At this juncture we should distinguish between two types of 
forces at work to bring about expansions and conlraetions in national 
income, etc. The first type is commonly known as exogenous 
forces. These are disturbances to the economic system which are 
extenial to the system itself. Among exogenous forces may be 
listed wars, innovations, population movements, tcTritorial develop¬ 
ment, and harvest cycles. Ordinarily, exogenous forces are not 
subject to explanations involving economic theorizing. Moicover, 
it is not at all clear that they exliibit the periodic character, or wave¬ 
like movements, that we associate with the business cycle. Because 
of their noneconomic character and their lack of distinct cyclical 
movements, exogenous factors are generally treated by business 
cycle analysis as temporary “shocks*' to the economic system, shocks 
which may initiate, modify, or even change the direction of cyclical 
movements in national income and employment. 

In and of themselves, however, exogenous forces are insufficient 
to explain the rhythmic swings and periodic character of the business 
cycle. Fur an explanation of these phenomena we usually refer to 
factors called endogenous forces. Endogenous factors usually em¬ 
brace those elements which are an integral part of the economic 
structure. Thus they are forces which operate from within the 
economic system. As such they include economic variables like the 
volume of bank credit, liquidity preference behavior, the price 
level, interest rates, the elasticity of supply of the factors of produc- 
tion, the marginal propensity to consume, the accelerator, busi¬ 
ness and consumer expectations, and so forth. It is factors like 
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tliese which are primarily responsible for the periodic, wavelike 
movements that wc call the business cycle. 

Perhaps tlie outstanding common characteristic of all business 
cycles is the cumulative, sclf-rcinforcing nature of the movements 
of expansion and contraction. Another observed recurrence is the 
tendency of expansions and contractions to oxerreach themselves, 
until they reverse their direction. These traits are manifest in all 
business cycles. The knowledge of this fact leads us to look pri¬ 
marily, although not exclusively, to endogenous factors for an cx- 
]ilanation. The external inHiienees are all too random in occurrence 
to explain the basic similarities in successive cycles. The major 
collects of exogenous disturbances are on the timing, the intensity, 
and the amplitude of cyclical mov^ements; tljev may initiate ex¬ 
pansions and contractions, and they mav modify lht‘m. But “it 
stHMus almost certain at the start that the factors which account for 
the effects of (external) disturbances taking the particular forms 
they do, and j)roducing cycles with their fairly rhythmic swings, 
will be factors concerned with tht* responses of the business sys¬ 
tem,” ^ that is, endogenous forces. No matter what the outside 
shock, the fundamentally similar traits repeat themselves in the 
course of each cycle. 

In pur.suing the eclectic diacussioii of the business cycle, we 
shall break the cycle up into its customary phases and discuss each 
of them individually. Starting with the phase of revival, that is, the 
lower turning point, we shall proceed through the period of upswing 
to the period of “crisis,” or the upper turning point. We shall then 
conclude the analysis with a discussion of the dov^^iswing. 

REVIVAL 

Environment Factors Conducive to Revival 

In this present section wc want to find out what developments 
occur that make the economic system predisposed to revival. That 
is to say, we want to ascertain why the downswing does not con- 

' J. M. Clark, Strategic Factors in Business Cycles (New York, National 
Bureau of Economic Research, 1935), p. 17. The reader is referred to the 
excelhmt discussion of Professor Clark on the materials ooN ered in the opening 
paragraphs of the present chapter; sec ibid., pp. 13-22. ^ 
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tinue forever, why the rate of decline slowly diminishes and the 
economic system becomes increasingly responsive to stimulating 
factors as the contraction proceeds. 

In the course of the downswing, business firms, banks, and house¬ 
holds will ha\e built up their liquidity positions in increasing pro¬ 
portions. This build-up in the licpiid asset position will have as¬ 
sumed such forms as the accumulation of idle cash balances, in¬ 
creases ill the real value of the cash balances as a result of declining 
prices, and shifts from long- to short-term securities and from more 
risky to less risky securities. Outside of mentioning the specidative 
and precautionary motives, the reasons for this liquidity jireference 
need not detain us here, since we shall discuss them in some detail 
in connection with the period of down.swing. 

In the exceptional case the desire for liquidity may be well 
nigh insatiable. (Rut even this state of affairs could ncv'er be per¬ 
manent. If it did, it would simply mark the end of the capitalistic 
system of enterprise.) Under ordinary conditions, the thirst for 
liquidity can finally be satisfied in some measure, more or less* 
When this happens the rate of interest may fall somewhat and pro- 
v’ide whatever meager stimulus to investment it will. In addition, 
the greatly expanded state of liquidity may act directly as a spur 
to lending and to investment and consumption. At tlie very least, 
it can be expected to make busine.ss firms and consumers more 
responsive to stimulating influences, for highly liquid positions, 
particularly in the form of precautionary balances, reduce somewhat 
the danger of risk.s of embarrassment from unforeseen contingencies. 
There will thus be a bit less hesitancy to tie up funds in loans, invest¬ 
ment, and consumption. 

The element of risk will also apparently be reduced as the num¬ 
ber of bankruptcies in the economy diminishes. The number of de¬ 
faults on outstanding debts will gradually fall off. Some debts pre¬ 
viously categorized as “bad” may unexpectedly be paid. Business 
firms will have retrenched and reorganized. Financial structures 
will have been altered in composition, reformed in favor of more 
equity financing and less debt financing. Agreements will have 
been concluded with all sorts of creditors. With these various forms 
of financial reorganization, credit will begin to “thaw,” firms will be 
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somewhat more willing to resume their normal credit relations with 
each other. Banks will make borrowing requirements a little less 
stringent. 

Prices and income may have found their bottom level, or at least 
slowed down considerably in their rate of decline. Stabilizing ele¬ 
ments in the fall in prices are provided by various monopolistic ele¬ 
ments in the economy, contractual arrangements, regulated prices, 
custom, and the general reluctance of businessmen to cut prices for 
fear of “spoiling the market.” Moreover, the more prices have 
fallen below their norm of the previous prosperity period, the more 
businessmen and consumers alike may be expected to believe that 
they have rt‘ached their floor. This thought will put an end to much 
hoarding that is based on the expectation of falling prices. Too, the 
cessation of the decline in national income and prices may raise 
the marginal efficiency of capital to some extent. Investment (in¬ 
cluding replacement) deemed unprofitable while prices and sales 
(and thus income) were falling may now appear worth while. 

It is not unreasonable to expect the national income to dimmish 
in its rate of decline and finally slop falling altogether. We have 
seen time and again that the chief villain in the case of fluctuations 
in national income is the rate of inve.stnient. It Is bv far the more 
^olatile of the determinants of national income. Nevertheless, net 
investment has not exceeded 15 per cent of the national income in 
the United States since 1879. Hence it does not have too far to go 
to reach zero, if it does actually fall that far. As long as it does 
not fall below zero (so that even replacement of e.xisting capital is 
deficient) or at least does not remain negative for too long a period 
(in view of past experience, a not unplausible assumption), limits 
to the fall in national income should be reached fairly quickly. The 
reason is the stabilizing force provided by consumption. On earlier 
occasions in this book, wc have noted the fact that, in periods of 
contraction, the short nin marginal propensiri to consume will tend 
to decline in value under pressure from the eflorts of consumers to 
maintain their living standards by digging into savings and going 
into debt. We ha\ e also noted, and statistics verify, tliat the short 
run average propensity to consume (the fraction of toted income 
2>pent on consumption) tends to rise once the national income falte 
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below certain levels, primarily because of the violent contraction in 
profits, the major source of savings of the high-saving business firms. 
Evidence of these stabilizing influences of consumption is revealed 
by the fact that during most major dc*pressions, the national income^ 
usually manages to remain above the low levels of previous depres¬ 
sions. On occasions like the thirties, when the national income has 
fallen below the lev^el of a previous depression, the reason has been 
that net investment has fallen below zero to an important degree. 
Nevertheless, the comparative maintenance of consumption has soon 
induced enough investment (gross) to raise the level of income 
again beyond the levels ot past depressions, even though it has con¬ 
tinued to remain well below current full employment potentials. 

If we remember, too, that a contraction is reflected in the fact 
tliat there is an excess of savings over investment, then it is ea.sy 
to see that the decline in national income will reduce the source of 
current savings, viz., current income. Fluctuations in national in¬ 
come, it should never be forgotten, are basically ascribable to dis¬ 
parities between current savings and current investment. The ap¬ 
propriate movements in national income are the primary equilibrat¬ 
ing forces which bring these two variables into ecjuality with each 
other. Thus when national income falls as a result, say, of a decline 
in investment, it reduces the rate of current savings (the counter¬ 
part ol the aforementioned rise in the average propensity to con¬ 
sume). The national income ceases falling, of course, when it suc¬ 
ceeds ill bringing savings and investment into equality. This is 
tme despite the depressing effects on induced investment of a de¬ 
clining national income. For the decline in induced investment 
is limited by the comparative maintenance of consumption and the 
usually sharp drop in business savings, plus the fact that invest¬ 
ment (gross) cannot fall below replacement demand. Falling 
national incomes thus tend to reduce current savings much more 
than they do current consumption and investment. It is basically 
this very fact, that a declining national income does succeed in re¬ 
ducing current savings more than investment, so that they come 
i>^to equality, or near equality, with each other, that finally brings 
tbe contraction process to a halt, or slows it down sufficiently, 
Ihireby paving the way for revival. 
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Also working as a spur to revival is the reduction in inventories 
that is the invariable concomitant of and contributing force to the 
downswing. As a matter of fact, we have observed that although 
the attempts to rc^diice inventories may at first l>e fnistrated, there 
is the strong ]>ossibility that in the end they may be reduced too far 
below their accustomed lex’els. In this event, the deficiency that lias 
to be made up may be an important force making for rtwival. What 
is true ol inventories is also true of replacement of durable capital 
goods. During the downswing, when demand is falling at rapid 
rales, a good deal of replacement is postponed pending the revix'al 
of consumer and in\ estinent demand. However, it inav happen that 
th(* stock ol capital is allowed to fall too far in certain areas of in¬ 
dustry and becomes insufficient to meet even the low level of cur¬ 
rent demand, particularly, consumer demand. The workings of the 
acc('l(Tation principle and o\'eroptimistic expectations, leading to too 
much induced investment in the upswing, play an important role in 
causing the rate of gross investment in productive capacity to fall 
below those lc\'els needed to meet current consumption. The result 
is an increase in the demand for investment goods for replacement 
purposes. In addition, with the .stock of capital being depleted by 
disinvestment, the current profit rate may rise a bit once the national 
income has ceased falling. 

Added impetus is given to investment by the accuTniilation of 
unexploited inventions and improvements which take place during 
the downswing. Many of these improvements may have been cost- 
reducing, but in periods of sharply declining income and demand, 
they still do not appear to warrant the additional outlay. Once the 
rate of decline in national income falls off considerably, and demand 
begins to stabilize itself, however, their marginal efficiency may be 
such as to induce the additional investment. 

Finally, there is the fact that as the downswing continues, and 
unemployment increases, the elasticity of supply of the various 
productive agents tends to increase (in the upward direction). The 
meaning of this is that the employment of these productive agents 
may be increased to a large extent without causing factor prices to 
rise in any significant manner, if at all. This results primarily from 
the fact, of course, that most of the newly employed may be taken 
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from the ranks of the unemployed. This elasticity of supply will 
apply to labor, to the supply of raw materials, to new pieces of 
•equipment that can be made in industries having large amounts of 
excess capacity, and also to the very important factor, the supply 
of loanable funds. 

Factors Actually Pushing the National Income up Again 

One of the factors starting the national income in an upward 
direction again we have already suggested. This is a rise in re¬ 
placement demand for inventories and durable capital equipment 
and plant, after they have been reduced too far even to meet current 
consumer expenditure. In fact, a decline in the rate of disinvest¬ 
ment in some spheres may actually raise the level of (gross) invest¬ 
ment enough to give the economy the necessary boost. This was 
the case in the (anemic) upturn of 1933, when the decline in dis¬ 
investment in inventories raised the aggregate level of gross invest¬ 
ment, because the decline of gross investment in plant and eejuip- 
ment had leveled off and stabilized itself. 

The impetus for an upswing in national income may be provided 
by investment emanating from autonomous factors, such as the 
factors of growth, or government investment. A burst of investment 
may result from a revival in building constniction. There may be 
some great innovation, leading to the growth and development of 
one or more new industries. This was true, for example, of the rail¬ 
road, the automobile, and the chemical and electrical industries, 
whose advent resulted in the expansion of many old and the 
appearance of many new supplying industries. 

War mobilization may, and often has, provided the main outlet 
for autonomous investment. The opening up of new territory, or the 
large-scale development of new resources may also prove to be 
initiating factors. Upward shifts in the consumption function, 
which, like investment, also have multiplier effects, may also start 
the national income moving in an upward direction. 

The government may step in and engage in various measures 
designed to stimulate the level of investment. This will often be the 
case when chronic depression threatens. Government activity might 
tike tbf form of raising old or imposing new tariffs. In the short 
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run, we have seen, such action might lead to an increased level of 
exports (or pe'ihaps reduce the level of imports), all of which 
will pro\'ide some stimidus to export and domestic industries, pro- 
\ided, of course, foreign countries do not retaliate. The govern¬ 
ment inler\eiition may be confined to easy money policies, pursued 
M'itli the aid of such central hank expansionary policies as open 
market purchases, lower reserve requirements, etc. Such policies 
are designed to stimulate the rate of investmiMit and raise the pro¬ 
pensity to consume, through lower interest rates and through in¬ 
creased liquidit\’ on tlie part of business firms and households. 
Finally, the goxeniineiit may engage directly in a program of 
]3\d)Iic investment financed with deficit budgets: this line of activity 
IS d(\signed to stimulate consumer and business spending by enlarg¬ 
ing incomes all around. 

THE UPSWING 

Once the upturn in national income comes about, it has a tend¬ 
ency to be cumulative, to be self-reinforcing in nature. It is, of 
course, charact('ri/ed by a I'ontinuing excess of investment over 
savings. The increased expenditures, ordinarily on investment, will 
usually be financed out of an expansion in the money supply, both 
in the form of bank credit and dishoarded cash balances. As a 
result of these inflationary-financed expenditures, there will be in¬ 
creased employment and incomes. Business and consumer incomes 
will be increased in the first instance, and consumer respendings of 
the incTcasc-d incomes, vid the multiplier effects of tlie initial ex- 
jiansion in the money stream, will further increase business incomes. 
Business spending will be stimulated by enlarged net incomes. The 
growth in spending will gradually permeate the entire economy as 
the volume of orders from firm to firm and industry increases, each 
firm endeavoring to add to its stocks of raw materials and other 
types of intermediate products. Actually, iiwentories may at first 
be depleted somewhat, because production is likely to lag behind 
the expansion in aggregate spending. Prices may therefore rise, 
too. With idle capacity rendering marginal costs constant over a 
wide range of output, however, the rise of prices will probably be 
slow at first. 
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As increased sales and perhaps slightly rising prices both serve 
to increase current business incomes, the marginal efficiency of 
capital will be given a boost. An addc'd boost to profit expectations 
will arise from the general lag of costs behind rising prices. In the 
first place, profits will rise from the ability to distribute fixed W'cr- 
head costs over larger outputs. Moreover, the elastic supply of 
labor may permit increased employment without raising wage rates 
significantly; this is the basis for the well-known tendency of wage 
rates to lag generally behind rising prices in the early stages of up¬ 
swings. Raw material costs are also likt'ly to be held down for a 
while on account of idle capacity and relatively constant or slowly 
rising marginal costs. The over-all result will be an expansion in 
induced investment. In view of the large amount of excess capacity 
that usually exists in the early stages of tlic upswing, though, most 
of this induced investment will probably be confined to inventory 
accumulation and replacement of overused equipment. Of course, 
much of this rc'placcmcnt will incorporate many of the small im¬ 
provements accumulated in the course of the prexious downswing 
and depression. The most important thing about the increase in 
induced investment is the likelihood that the bulk of it will be 
financed by means of expanded bank credit and dishoarded cash. 
Employment and incomes (business and consumer) will continue 
to rise, as will consumer and business outlays. 

In the face of growing income and employment on the part of 
household groups and rising sales and net incomes on the part of 
business firms, one may expect a spirit of optimism to begin to 
jiervade the thinking of business and household groups alike. 
Under the influence of this growing optimism, estimates of risk are 
likely to dechne, leading to an increased rate of dishoarding, lend¬ 
ing, and spending. Loans will be made more readily by the banks. 
Firms will grant credit more readily to each other as the feeling of 
optimism spreads from firm to firm in the manner described earlier 
in Chapter 9. The marginal efficiency of capital will begin to rise 
steadily and more rapidly as the upswing gathers momentum. Con¬ 
sumers, too, will spend more freely as the threat of unemployment 
and reduced incomes disappears and is replaced by the expectancy 
of more and steadier employment and income. 
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At first, consumer spending behavior may tend to act as some¬ 
what of a drag on the rate of upswing in national income. We have 
noted the tendency of the marginal propensity to consume to re¬ 
main coinparati\'ply low in the initial stages of the upswing, mainly 
bc'cause of tin* tendency to utilize large portions of increments in 
income for tlie repayment of debt. In the presence of a very 
elastic credit supply, sucb action is a damper on the upswing, since 
any dearth of current savings to finance investment outlays can 
easily be made up from bank credit." However, once debts are re¬ 
paid and confidence is gradually restored, the pressure to regain 
predepression li\’ing standards will raise the value of the marginal 
propensity to consume, and the multiplier effects of expanding in¬ 
vestment will be greater. 

As more is spent on consumption out of increased incomes, and 
as the capacity of existing facilities is approached, prices will begin 
to rise more rapidly. In the first place, marginal costs will start to 
rise more and more sharply. Bottlenecks will also begin to make 
their appearance in the form of labor shortages of various types, 
difficulties in secuiing raw materials and perhaps specialized pieces 
of equipment, t‘tc. 

On top of these factors will come an increasing rate of invest¬ 
ment, both autonomous and induced. The rising tide of optimism 
will continue to raise the marginal efficiency of capital. As capacity 
is approached, the acceleration principle will begin to work with in¬ 
creasing force. The attempts to increase capacity will be furtlier 
spurred by growing desires to incorporate new inventions and de- 
velopmtMits both in production techniques and products. We may 
well employ Schumpeter's concept of the imitative cpiality of entre¬ 
preneurs. As the first ones, with more initiative, hurdle the chief 
obstacles and demonstrate their success, others in increasing num¬ 
bers will soon follow suit. 

But the notable quality of increasing investment in durable plant 
and equipment is the extended time period required to bring these 
processes to completion and permit expanded production of goods 

- Later on, toward the top of the boom, a high MFC might be a damper to 
increased investment. For then bank credit becomes increasingly inelastic, 
and if consumer goods industries are fully occupied, a rise in consumption 
succeeds only in reducing the supply of investment of funds. 
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and services. Financed out of newly created bank credit and dis- 
hoarded cash balances, durable investment projects act to enlarge 
consumer incomes without providing additional goods and services 
on which to spend the additional incomes. Thus wc ha^'c the* pos¬ 
sibility of an increasing rate of income generation from inxestment 
projects following on the heels of a decreasing rate of increase in 
consumer goods production. Prices may be c'xpected to rise with 
growing rapidity, at least until many of the investment projects arc 
completed and an increased flow of consumer goods makes its 
appearance. 

The Importance of an Elastic Supply of Loanable Funds 

Jt is to be seen tliat fundamental to the cumulative cliaracter of 
the upswing is the steady e\])ansion in the flow of money income. 
It is the tact that the bulk of investment expenditure is financed out 
of bank credit and or idle cash balances that enables the c.vpaiision 
process to reinforce itself from within. For these* inflationary (*\- 
penditures constantly enlarge the incomes ol consumer and business 
groups alike and permit and incite them to increase their outlays. 
In turn, investment is .stimulated still more, consumer and busiiu'ss 
incomes are given a further hike, raising the expenditures of the 
latter groups again; the process simply repeats itself in the form of 
an upward spiral of spending. Without the elasticity in the supply 
of loanable funds, increased spending in one direction would be 
accomplished primarily by diverting funds from otlu*r channels, 
with little change, if any, in the level of aggregate spending. 

If the expansion in credit continues at a rapid enough pace to 
cause prices to rise too quickly, the upswing may deA/elop a specu¬ 
lative* character. There is first the possibility of Widespread in- 
vx*ntory speculation, businessmen expanding their orders rapidly, 
and, at the .same time, tending to hoard stocks in an effort to cash in 
on higher selling prices at a later point. If in addition, corporate 
profits appear to be expanding rapidly, a speculative boom may de¬ 
velop on the stock market, fed by anticipations of higher dividends 
and financed through the use of bank credit. A rapid rise in share 
2 >rice.s may well act as a spur to increased coiporate investment 
through equity borrowing, since the rise in stock prices in the face 
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of constant or lagging dividends means lower borrowing costs, the 
ratio of dividends to stock prices being a yield that corresponds to 
the interest rate on bonds. Moreover, speculative gains acquired 
in the course of a stock market boom will provide a further stimulus 
to consumer spending, especially on consumer durables. 

Sttme Qualifying Remarks 

The foregoing should not be construed to imply that all upswings 
take place without interruption. Unless sufficient investment is 
lorthcomiiig from autonomous sources, the upswing is likely to be 
anemic in character and 'or short-li%’ed in duration. An upswing 
which relies on increased iin cstment in inventories and replacement 
in plant and equipment may well fall far short of full employment. 
It is possible that a spurt in inventory and/'or replacement invest¬ 
ment in durable producer goods may prov ide the initial impetus for 
the lower turiiiiig point, but the onus for a prolonged and vigorous 
upswing rests primarily on the rate of autonomous investment. 

Wo have examined models which show that, through the inter¬ 
action of the multiplier and acceleration principles, fluctuations in 
the national income can take place in more or less a self-contained 
manner. But we should not construe these models to prove more 
than they are intended to prove. They demonstrate, rather con¬ 
clusively, that fluctuations in national income may take place with¬ 
out the intervention of special (exogenous) forces, such as bottle¬ 
necks in labor and credit at the upper turning point and low interest 
raters or great new inventions at the lower turning point. Jkit they 
do not specify the extent of the movements in income in either 
direction in relation to the full employment income. Thus an up¬ 
swing ma)' come about as a result of the workings of the multiplier 
and acceleration principles, but there is no assurance whatever that 
it will reach the full employment level of income. Nor do we have 
any way of knowing exactly how far from the full employment in¬ 
come the interaction of these two principles will drag the national 
income downward. 

An important exception to these remarks is provided by the rate 
of autonomous investment that is usually assumed in such models. 
The discussion of the interaction of the multiplier and acceleration 
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effects ill Chapter 3 revealed that for most probable values of the 
relation, national income would merely fluctuate about the level 
indicated by the multiplier value of the autonomous investment. 
Hence it is possible to conceive of a rate of autonomous investment 
whose multiplier value would yield the full employment level of 
income, and which, if maintained, would assure that the national in¬ 
come would fluctuate about the full employment ]e\el. But this 
begs a good deal of the (question. For there is no assurance that 
the necessary rate of autonomous investment will be forthcoming. 
One of the major problems of cyclical instability is not only fluctua¬ 
tions in induced inx'estment, but fluctuations in autonomous invest¬ 
ment. Models like the one discussed in (Chapter .3 are misleading 
to the extent that they take the rate of autonomous im t'stmeiit as a 
given datum when it itself is one of the basic factors in tlie cyelieal 
fluctuations of national income. In the presence of rather pro¬ 
nounced cyclical stability in the position of the consumption func¬ 
tion, and in the absence of a high consumption function, close 
enough to the full employment income to minimize the importance* 
of fluctuations in autonomous investment, the latter are funda¬ 
mental to an explanation of the scope of the fluctuations in national 
income around the full employment lev('l.‘ 

If an upswing is marked by undue caution on the part of busi¬ 
ness firms and households alike, the product of pessimism carried 
over from the depression, the rate of autonomous and induced in- 
\cstment required for full employment might not be forthcoming. 
Or such results might develop because of a temj^orary saturation in 
the building industry, residential and commercial. Most major 
cyclical upswings in the past which have coincided with severe 
slumps in the building industry have been retarded to an important 
degree f)y the dearth of construction in\'estment. I'his was patently 
true, for example, of the Great Depression of the thirties in the 
United States. Autonomous investment may also be lacking in suf- 

^ Of course, with a consumption function hiph unoiigh to assure a reason¬ 
ably steady full employment income, there would always be the danger of 
fluctuations in autonomous iiivchtmeiit precipitating an inflationary spiral. 

S h 4 ^ 4 itable‘ consumption function (in position, that is, not sliape), however, 
would have some indication of the average level about which income would 
flWothate. 
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ficient volume because of the absence of any great technological 
innovatio]is, vast enough in scope to have ramifications like those of 
the railroad in the eighties of the previous century and the electric 
utilities, chemical, and automobile industries in the first quarter o* 
so of the present century, lii other words, a temporary period ol 
stagnation may set in similar to the decades of the nineties and the 
thirties in the United States. In such cases, cyclical fluctuations are 
not done away with; rather they continue, but the average about 
which they fluctuate tends to be below the full employment level 
of income, and a hard core of unemployment develops pending a 
revival in autonomous investment. 

It is possible, of course, for autonomous inve.stment of sufficient 
magnitude to he provided from government sources. But if pc'S- 
simism continues to reign in the private sectors of the economy, 
cessation of government expenditures may see a collapse right back 
to depression levels again. Something of this sort occurred in the 
thirtie‘S. Although the total government deficits never reached the 
magnitudes required for full employment, the virtual balancing of 
the Federal cash budget in the fall of 1937 was followed by a sharp 
recession. 

Moreover, even if investment promised to be forthcoming in suf¬ 
ficient magnitude to make possible the cvctitual attainment of a full 
employment prosperity, the existence of too much depression-bom 
pessimism might expose the economy to a mde set-back by adverse 
factors. Thus a sudden large decline in exports relative to imports 
(because, say, of the raising of foreign tariffs or a depression 
abroad) may so upset calculations and expectations in large seg¬ 
ments of the economy that investment in these areas declines, and 
the economy is set back on its heels. A labor strike or a large scale 
shut-down in a particular area of industry may excite sufficient fear 
and pessimism as to bring about the same results. In circumstances 
when the rate of investment is high and the boom is vigorous and 
buoyant, having spread throughout the economy, such factors would 
merely slow down the rate of upswing at most. 

Finally, we should not forget the minor recessions evoked by 
such factors as inventory cycles. As long as the rate of autonomous 
investment is strong, these minor cycles, we have seen, are merely 
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interruptions (albeit of a year or two in duration) in major up¬ 
swings. Under such circumstances autonomous investment provides 
a rather high floor below which the inventory recessions cannot 
drag the level of national income and employment. When the rate 
of autonomous investment is weak, however, inventory recessions, 
along with such factors as those mentioned above, may pull the 
bottom out from under major upswings. 

Expansion from Full Employment 

In recent years, we have undergone the expe*rience of an 
economy's expanding from full employment of the nalion’s resources. 
The transition from a wartime to a peacetime economy in the period 
following the close of World War II (and World War 1) provides 
us with a partial illustration of the nature of an expansion from 
full employment. In the first place, it is clear that any growth in 
the aggrega/c level oi output is contingent upon the normal growth 
in productivity. This will come in due time, as the population and 
labor force grow, more capital is accumulated, and ad\ances lake 
place in the techniques of production. In the United States the ad¬ 
vance in productivity resulting from these three sources has ap¬ 
proximated 3 per cent a year for the last century or so. 

Expansion of the money supply at a rate faster than the growth 
in national product must, of course, give rise to inflation. The ex¬ 
tent to which this is possible is indicated by the recent postwar 
period. It is true that this period possessed the unique combina¬ 
tion of four years or so of deferred consumer demand plus an un¬ 
precedented accumulation of liquid assets. For our purposes, how¬ 
ever, the source of the expansion of the money income is not im¬ 
portant. Whether it comes from expanded bank credit or dis- 
hoarded cash and/or the liquidation of noncash assets (actually, 
the latter turned out to result in a multiple expansion of credit be¬ 
cause of the bond price-support policies of the Federal Reserve 
System), the inflationary eflFccts are much the same. The only 
reason the inflation was not greater than it was was the fact of 
transformation from a war to a peace economy. This transforma¬ 
tion enabled the peacetime national product to grow at a tremen¬ 
dous rate, and thus offset to a considerable extent the expansion 
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in the money supply. Of course, this factor serves to limit the 
accuracy of the postwar period as an illustration of expansion from 
full employment. Expansion from a fully employed peacetime 
economy would be more difficult (although such an accumulation 
of liquidity as characterized the postwar period would be unlikely). 

Moreover, wc have emphasized at earlier points in this book that 
an increase in production in one channel of indnstrj^ in tiim's of full 
employment can take plat e only at the expense of production else¬ 
where. This happens through the process of competing factors 
away from current employmenls simply by bidding up factor prices. 
The analysis ol cvpansion carried out by the Austrian overinvest¬ 
ment theories sheds light on the course of events in such periods. 
If there is to be an expansion of investment, it must take place at 
the expense of consumption. Out of such a situation a variety of 
possibilities mav develop. One of these is that discussed by the 
Austrians, namely, a capital sliortage resulting from the efforts of 
consumers to recoup living standards which they involuntarily re¬ 
duced in tlie lai’c of expanding bank credit and rising prices. Bui 
this is onJv one possibility. For it assumes a curtailment of bank 
lending as lianks reach the limits of their reserves. Since 1914 (the 
end of the “golden” era of the gold standard), however, it is de¬ 
batable whether this assumption has been fully realized in reality. 
Another possibility is a period of slow or rapid inflation, depending 
on the rate of growth in the money supply relative to the rate of 
growth ill national income'. A third possibility is the completion of 
the investment processes and an expansion of the supply of con¬ 
sumer goods. These and other possibilities will be discussed at 
greater length at the end of the present chapter."* 

It should be clear that the process of expansion from full em¬ 
ployment is bound to be much less smooth than one from large- 
scale unemployment. The reason is that in the former case the 
problem of bottlenecks makes its presence felt immediately, whereas 
in the latter case, it is apt to be postponed for a while. Difficulties 
in obtaining special types of labor and various types of raw materials 

* If the reader finds himself wondering about the relationsliip of these 
possibilities to the de^'elopnlent.s in the postwar period, the answer should be 
({uite clear. An expansion in both iiu’e.stnient and consumption was made 
po.ssible by the release of factors from the war industries. 
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are the bane of all production managers during periods of full or 
near-full employment. The word “shortages” is the keynote. Cer¬ 
tainly, the reader will have little difficulty in recalling the cry of 
persistent shortages in the postwar period. 

THE CRISIS 

increasing Viilnernbility of the Econotny to Adrn sr Ih’itclolfments 

As the upswing progresses, bringing into ejnploynient more and 
more of the idle resources, certain tendencies begin to appear which 
gradually make the economy increasingly susceptible to breakdown 
under pressure from adverse developinenls. For one thing, the rate 
of increase in prices may begin to slow down as many prodiicti\’e 
processes are completed, and an increasing How of consumer goods 
makes its appearance on the market. Moreoxer, inaii)^ investment 
projects will be completed, adding to the stock of capital. The 
combination of this factor with that of a decline in the rale of price* 
increase (if not absolute price declines in some areas) will serxe 
gradually to reduce the marginal efficiency of capital and act as a 
damper to further investment. 

If the upswing has been characterized by shaq^ly rising prices, 
there may develop an increasing skepticism that the rise in the price 
lexel will continue. Insofar as rising prices are, to tlie individual 
producer and seller, the result of pressure from a growing monetary 
demand, expectations that prices will not continue to rise, and may 
ev(‘ii decline, are apt to be accompanied by anticipations of a de¬ 
clining rate of growth of demand, if not a change in the direction 
of monetary demand altogether. These expectations arc likely to 
be fed by a gradual (involuntary) accumulation of in\*entories, the 
product of forces discussed below. Anticipations of this sort will, of 
course, damp induced investment ( i,e., the value of the acceleration 
coefficient, or relation, will be reduced). 

Further damping eflects may be provided by the decline in the 
marginal propensity to consume that may set in soon after the level 
of (real) income has reached the high of any previous prosperity. 
For then living standards of these previous periods will have been 
reached, and the slower rate of adjustment to previously inexperi- 
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enced real income levels will cause the fraction spent on consump¬ 
tion out of fuillier increments in income (i.e., MFC) to decline. 
Additional pressure is placed on consumption by the growth ol 
profits relative to other incomes, a development characteristic of 
all cyclical upswings. Ihisincss firms ordinarily have higher (mar¬ 
ginal) propensities to save than individual persons. The gradual 
di'cline in the rate of consumer spending will witness an unexpected 
(involuntary) growth of inventories as production proceeds to out¬ 
run consumption. Tf this situation bids fair to continue for an ex- 
tfMided period of time, the damping eftects not only on current pro¬ 
duction (for sales and inventories), but also on induced investment 
in durable goods sliould he quite apparent. 

Adding to the difficulties that arise after the upswing has con¬ 
tinued for an e\t(*nded period is the increasingly inelastic credit 
supply which gradually develops. Unless the accumulation of idle 
balances during the depression has been exceptional, we may expect 
the sources of inNcstinent funds provided by idle cash balances of 
nonbank groups to dry up fairly readily in the course of the upswing. 
Then, too, the excess reserves of banks will be drawn down gradu¬ 
ally, both by the expansion of credit and by the external drain of 
cash into circulation that invariably accompanies a rise in the 
national income. As a result, banks will become increasingly 
"iippety” about renewing loans and, especially, about the granting 
of new loans. Not only will iiitere.st rates rise, but collateral re¬ 
quirements and other demands by banks will become more stringent. 
Capital rationing will take place with growing force, with the 
banks giving preference more and more to old, established cus¬ 
tomers and, perhaps, limiting the line of credit of any one customer. 
It is clear that as the difficulties of obtaining access to additional 
funds grow, the rate of growth in national income and sales will 
start to fall off. 

As Professor Haberlcr has noted,'* perhaps the most insidious 
effect of the increasing inelasticity of credit derives from the fact 
that it renders the economy especially vulnerable to deflationary 
shocks, for it reduces the chances of a decrease in the money supply 

** Prasperily and Depression (Lake Success and New York, United Nations, 
1946), p. 357. 
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or a decline in income velocity (through hoarding, that is) in one 
area being offset by an expansion in the supply of money in other 
areas. 

Costs will also begin to rise in a progressive fashion. Long be¬ 
fore full employment is reached, bottlenecks will begin to appear 
in various areas of the economy in the form of labor shortages and 
raw-material shortages. Shortages of specialized types of labor 
will ajDpear in different sectors of industry. Certain (higher) stages 
of industry will e.xpand more slowly than other (lower) stages, so 
that the latter are kept from expanding by the former, as a rc- 
.snlt of raw material and equipment shortages. The reader is un¬ 
doubtedly familiar with the steel shortage's which hampered the 
expansion of automobile production in the recent postwar period, 
for example. 

More and more will expansion in one sector entail competing 
factors away from other employments, pushing factor prices up. 
(In a growing number of cases expansion will be stymied altogether 
by factor immobility.) In addition, costs will be raised by the in¬ 
creasing employment of marginal workers, resort to marginal plant 
and equipment, and wastes which are allowed to erec'p in under the 
influence of high profits. Wage rates will start to rise at faster 
rates, particularly in an era of strong trade unions, whose strength, 
incidentally, always increases in periods of prosperity and rising 
prices. 

In all these ways, costs will start to rise at an increasing rate. 
And this may happen as the rate of increase in prices begins to de¬ 
cline, under the pressure of such factors as a declining marginal pro¬ 
pensity to consume and accumulating stocks, increased output as 
investment processes are completed, and perhaps a decreasing rate 
of expansion in bank credit as the limits of required reserves are 
reached. The effects on the marginal ('fficiency of capital of gradu¬ 
ally contracting profit margins needs no elaboration. 

In the preceding paragraphs of this section, we have noted fac¬ 
tors which act as dampers on the current rate of investment and 
factors which tend to raise the rate of savings out of current income. 
The excess of investment over savings, the mark of all expansions in 
national income, is thus gradually reduced. We turn now to a dis- 
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cussion of factors which close this gap altogether and ultimately 
convert it into one wherein savings exceed investment. 

Factors Actually Bringitig About the Doumturn 

Perhaps foremost in the line of factors which may effect a down¬ 
turn in the level of business activity is a temporary saluration in an 
ijnportant channel of indiistrv, such as the building industry. Or 
there is the possibility of an important new industry's maturing, that 
is, reaching the acme of its expansion. In either case there would 
be a sudden letdown in the rate of investment. If unconipensatetl 
by large amounts of new inxestment elsewdiere, this fall in iuves*.- 
nient will lead to a break in the national income str(*ain. Alterna- 
tiN'cly, or e\en additionally, there is the possibility of exhaustion of 
a number of iinestinent outlets at once. New techniques of pro¬ 
duction, new’ products and in\entions, the dexelopment of new' re¬ 
sources, etc., accumulated and carried o\(t from the depress'on 
may be exploited to the full, similarly accumulated needs lor re¬ 
placement due to depreciation and obsolescence will also be 
thoroughly worked through at an accelerated pace in the course of 
the upswing. Unless new^ \ista.s of in\estnieiit suddenly open up, 
the aggregate level of investment will decline and, together w'ith 
the multiplier effects, carry the national income down with it in 
much greater magnitude. 

An expansion may also be brought to an abrupt halt by a large 
decline in go\ eminent spending relative to taxes. This might mean 
merely a reduction in budgetary deficits or the building up of a 
suqjlus budget. In either event, a sharp deflationary force on the 
income stream may result from such action, of sufficient magnitude 
to set in motion the forces of contraction.'' 

Another factor, already mentioned several times, is the develop¬ 
ment of an inventory recession. Whether this factor will convert 
an upswing into a downswing depends largelv on the strength and 
resiliency of investment from otlier sources, particularly autono¬ 
mous factors. If the investment outlets provided by the autonomous 
factors are great enough, inventory recessions will merely slow 

** The effects of deficit and suqdus financing b\ national governments is 
discussed at length in Chapter 15, pp. 548-573 and passim. 
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down the rate of upswing. A slight dip in national income and 
employment will appear, but a very high floor will be maintained 
by autonomous iiivestinent. And as soon as the ovcTaccumiilated 
inventories have been reduced, the upswing will be resumed. How¬ 
ever, if investment provided by the dynamic growth factors has 
begun to slacken considerably, an inventory recession may turn out 
to be the proverbial backbreaking straw. 

The same type of analysis we have used in connection with in¬ 
ventory recessions may be applied to many other maladjustments 
which may dexelop in particular sf‘ctors ol the economy. For ex¬ 
ample, a sudden decline in foreign inxestinent or loss of t‘\port 
markets, due to foreign tarifls or a recession abroad, may initiate 
a major downswing, unless investment from other areas is strong 
enough to sustain the income stream during the period of adjust¬ 
ment and shift of factors from export industries to those producing 
for domestic purposes. A similar type of maladjustment may arise 
in the form of a sudden shift in consumer demand from one product 
to another; there may be a drop in production in one area of in¬ 
dustry as a result of unfulfilled expectations about demand. The 
attainment of full employment may slow down the rate of expansion 
of certain industries, leaving other (higher) oiu's in an overexpanded 
state. In all such cases it is necessary for the expansion elsewhere to 
be buoyant enough to withstand the strain imposed on the income 
stream during the period of shift of factors. 

Even when investment opportunities exist in sufficient volume 
to maintain the income stream, there is no guarantee that they will 
be activated promptly enough to prevent a decided break in the 
income stream from developing. After all, investment projects, par¬ 
ticularly of the “heavy" variety, require a good deal of advance 
planning and preparation. Before they can get start(*d, a break in 
the income stream may spread in such proportions that it is too late 
for them to forestall a major collapse. There is even the possibility 
that a spreading decline in demand may lead to the postponement 
of contemplated investment projects. 

A serious assumption implicit in the discussion of the preceding 
paragraphs is that of large-scale factor mobility. In real life, of 
Morse, the assumed degree of mobility stands a good chance of 
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not being realized. As a matter of fact, it would probably be an 
accidental set of circumstances that provided the necessary degree 
of mobility, circumstances like close geographical proximity or easy 
adaptability of labor and equipment. In most cases the required 
degree of mobility will be lacking, and a collapse of investment in 
one area (in contrast with a general collapse of demand) may cause 
a break iti the income stream of sufficient magnitude to initiate a 
downward spiral, simply because the agents of production cannot 
be shifted about at all or quickly enough. 

The ability of an expansion of investment in one sector of in¬ 
dustry to offset a decline elsewhere will be rendered especially dif¬ 
ficult by the growing inelasticity of bank credit. As the latter grows 
in importance, we have previously observed, it becomes increasingly 
difficult to obtain the necessary expansion in the income stream in 
one sc'ctor of the economy to offset the decline in spending in an¬ 
other area. 

One writer, Mr. Hawtrey, whose writings we have examined, has 
gone so far as to predicate the downturn exclusively on the cessa¬ 
tion of the expansion of bank credit. This factor alone, however, is 
insufficient to explain a jnajor downturn. It implies that if care 
were taken (say, by the central bank) to keep the banks amply sup¬ 
plied with reserves, .so that they could continue to expand credit 
indefinitely, the crisis would be avoided. Once full or near-full em¬ 
ployment is reachc'd, however, the continued creation of bank credit 
(at least at a rale greater than the rate of growth of national income) 
would result in inflationary movements, which themselves would 
lead to eventual breakdown. 

The more interesting question to be raised is why the economy 
cannot attain stabilitv at full employment once the cx-pansion of 
credit ceases (or is made to correspond approximately to the annual 
growth in productivity). The principle of acceleration, interpreted 
broadly, provides the answer. The capital goods industries, or im¬ 
portant segments of them, are quite likely to have geared them¬ 
selves, in the course of a major upswing, to an expanding rate of 
investment demand, both from consumer goods industries and 
other (lower) stages of capital goods industries. But a net increase 
in investment (autonomous and induced) is itself largely con- 
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tingent upon the ability to obtain, readily, new funds from the bank¬ 
ing system. Once credit expansion slows down, aggregate demands, 
consumer and investment, finds it hard to continue to increase. The 
outcome will be that the consumer goods industries will slow up ex¬ 
pansion of production and curtail their orders for additional capital 
goods. Iinestinent orders will also be curtailed from autonomous 
sources in the lower stages of capital goods production (sa\', railroad 
or some other type of construction), as the latter are confronted 
with increasing difficulties in obtaining new loans. In these circiiin- 
stances, the In'gher stages of production will find theni.selves in an 
overexpanded state at this point, and a sharp contraction in invest¬ 
ment outlays can be expected to follow. Even without credit 
shortages, Iiowcact, other bottlenecks, like labor .slioitages, or a 
declining marginal propensity to consume may keep the lower stages 
of production (capital and consumer) from expanding at the neces¬ 
sary rate, and the higher stages, again, may find themsehes in an 
overexpanded state. 

THE DOWNSWING 

Once the break comes, tlie downswing, like tlie upswing, te‘nds 
to be eiimulative and self-reinforcing in nature. In tact, the proc¬ 
esses of contraction are, for the most part, merely those* forces dis¬ 
cussed in connection with the upswing operating in reverse. The 
surface manifestations of these forces is an excess of current savings 
over current investment. 

Let ns begin by assuming tlie break has come, regardless of its 
cause. The basic reason for the tendency of the downswing to de¬ 
velop cumulative characteristics lies in the contraction of the money 
stream. Somewhere in the economy, an important segment of 
business, or, possibly, consumer spending falls oil. Since we are 
discussing a downturn in the business cycle, it follows that this drop 
in consumption or inve.stment spending constitutes a net decline in 
the income stream; that is, there is no offsetting investment or con¬ 
sumption activity elsewhere. If this is so, then the decline in 
aggregate spending must be accompanied by a repayment of bank 
d(9tlt and/or hoarding in equal amounts, Employment and income 
the sectors where this happens. However, as the income 
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of the factors of production employed in these sectors declines, so 
does their monetary demand. 

With this decline in monetary demand, sales fall off in other 
areas of the economy. Inventories will begin to accumulate (in¬ 
voluntarily) in the first instance. In the face of rising inventories, 
orders to producers of various types of intermediate goods will be 
curtailed. Current output will fall oft, as a result of both curtailed 
orders for slocks and for (declining) current sales. Production and 
c'lnployincmt fall off some more. An air of uncertainty will soon be 
f(*lt, and precautionary cash balances will, accordingly, be strength- 
c‘ned somewhat, adding to the deflationary forces. The decline in 
output will also diminish the need for working capital to a certain 
extent, so that, in part, current receipts will be utilized to reduce 
outstanding debt- To the e.xtent that this involves bank debt, the 
money stream is further reduced. Monetary demand thus continues 
to decline, as do, therefore, current sah^s. 

If the prexious boom has been marked by strong speculation in 
securiti(‘s, the first major area of collapse will often appear in the 
security markets, particularly those imolviiig equitv securities 
(stocks). In such cases, the commcncial banks, who ordinarily 
finance the bulk of such speculation, suffer widespread losses, both 
as a result of defaults on (call) loans and the collapse of collateral 
seciiritv x allies. The ramifications of these events are often wide- 
sprc'ad. For one thing, many banks, who haxe suffered because of 
the stock market collapse, particularly those in the call loan areas, 
may dexTiop restrictive credit operations on ordinary business loans, 
raising interesit rales and collateral requirements, etc., on the latter. 
Furthermore, the collapse of security values tends to raise the real 
rates of interest on equity types of borrowing for business enter¬ 
prise. The rate of con.sumer spending will also be affected by the 
cutbacks of those consumer units who have suffered heaxily in the 
stock market breakdox^m. 

There is likely to be a rise in the number of business failures. In 
the extent that these result in widespread default on debt, credit 
conditions are sure to tighten still more. The damping effects of 
such developments will be especially serious if, again, the banking 
system is involved. For a further tightening of credit conditions by 
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head charges will increase as output declines, and the resistance of 
all wage groups to reductions in wage rates is well known.*’ The re¬ 
sulting contractions in profit margins and/or the turning of profit 
margins into losses in many cases, add up to increasingly reduced 
estimates of earnings on future investments. The decrease in in¬ 
duced im estment will, in all likelihood, he accompanied by further 
contractions in bank credit and increases in hoarded balaiues. 
The deflationary pressures on aggregate income and demand are 
thus given Inrther impetus. 

The role of expectations must, as usual, be rt'cognized. As in¬ 
come and employment continue to decline, household groujvs will 
become increasingly fearful about future income and employment. 
Business groups will also become more fretful as they an' conlionted 
with declining sales and profits and even losses, A spirit of pessi¬ 
mism will gradually begin to pervade' the thinking ol all groups. 
Under the influence* of this growing pessimism, c'stiiuates of risk will 
rise, leading to an increased rate of hoarding, involving bank and 
nonhank groups alike. Firms will become steadily mort* reluctaiil 
to grant credit to each other. Banks will continue to tight(*n credit 
conditions. Consumers also will spend less freely as the threat of 
reduced employment and incomes increases. 

In the initial stages ol the contraction, the decline in consumer 
spending is likely to be slow. The n'U.son is that household groups 
will ordinarily resist any sliarp impingements on their living stand¬ 
ards, prelerring to dig into past savings and to go into debt. On 
this account, the marginal propensity to consume will b(' small in 
value at first, and therefore*, the multiplier effects of the reductions 
in investment will be held within fairly narrow limits. As savings 
are e.xhausted, however, and the limits to borrOrwing capacities are 
reached, the decline in consumption corresponding to reduced in¬ 
comes may get larger. And with this rise in the marginal piropensity 

Tilt' arguments for and against general wage reductions we lia\ e dis- 
cii.ssed ut great length, and we have raised seriou.s doubt.s concerning their 
reliability as stimuli to investment in periods of contraction. However, isolated 
wage reductions in special areas might in some cases permit costs to be reduced 
without affecting demand and possibly stimulate output in these areas. It has 
often been suggested that a wage reduction in capital goods industries alone 
might stimulate investment by reducing the supply price of ime.stment goods. 
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to consume, the multiplier effects of declines in investment will tend 
to get correspondingly larger. 

As the downswing progresses, we may expect business firms, 
banks and households to endeavor to build up their liquidity posi¬ 
tions in ever increasing proportions. This will be accomplished in a 
variety of ways. On the basis of precautionary and/or speculative 
motives, banks will call loans, refuse to renew expiring old ones or 
to grant new ones, and reduce their long term investments, with 
the result that exc(»ss (noninterest earning) reserves will gradually 
accumulate. The desire for li([uidity on the part of the banks will 
be stimulated by the publics demand for cash, by defaults and 
bankruptcies, and possibly by flights of capital out of the country 
concerned. On the basis of the same motives, business firms will 
build up their idle cash balances. The fear of default on outstand¬ 
ing credits, the fear of demands for early repayments of debts, and 
the increasing inability to borrow from the banks and other pos¬ 
sible sources of lending in times of emergency, all induce a great 
amount of precautionarv hoarding. 

A collapse in as.set values may develop under pressure of forced 
liquidations by bank and nonbank groups, distress selling by busi- 
ne.ss groups, and the unloading of sec'iirities merelv in anticipation 
of a general decline in security price.s. The threat of a collapse in 
capital values, that is, rise in interest rates, will induce widespread 
speciilativ e hoarding. A very low marginal efficiency ol capital, the 
result of a low volume of current sales and extreme pessimism about 
the future, will act as a strong deterrent to investment in new 
capital goods and the replacement of old ones, on the one hand, 
and as a strong incentive to the building up of precautionary and 
speculative balances, on the other. Aetuallv, it is probably more 
accurate to say that the general rush tor liquidity is fulfilled not 
only by moving from securities and investments into cash, but also 
by moving from more to less risky and from long term to shorter 
term securities. The general efforts to find less risky securities, etc. 
in which to place money helps to explain the widespread increase 
in the demand for (national) government securities and the all- 
around rise in the credit standing of national governments, relative 
to that of private borrowers, during depressions. 
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VVe have noted, at the beginning of this chapter, various rcasoiiF 
why the rate of contraction in national income and employment 
must eventually lose momentum and begin to slow down. The 
demand for liquidity is ordinarily not insatiable, so that the growth 
of hoards will, in most cases, slowly approach zero. The necessity 
to replace in\enterics and durable capital equipment to meet cur¬ 
rent demand will also eventually make itself Iclt, etc. Such 1 actors 
as these will gradually make their appearance and slowly reduce 
the excess of savings over investment. Primary among forces act¬ 
ing to reduce the current rate of saving arc the decline in curreiit 
income, the efforts of consumers to maintain living standards, and 
the sharp fall in business profits, a major source of savings in pros¬ 
perities. If enough autonomous investment finally comes forth, 
the national income will evenUially he pushed up to lull employ¬ 
ment levels again; otherwise the economy will wallow in the throes 
of stagnation, with the cyclical movements being largely determined 
by the multiplier and acceleration values of the amount of autono¬ 
mous investment that does exist. In the latter case, however, up¬ 
swings will continue to fall short of full employment levels of in¬ 
come, until the required amounts of investment, derived from the 
factors of growth, make their appearance. 

Some Qualifying Remarks 

Needless to say, the downswing does not proceed at a uniform 
rate throughout the entire period of contraction. Rather it tends 
to start slowly and gradually gain momentum as it continues. In 
the early stages the demand for comparatively few items may fall 
off. But if and when this results in net contractioni in the money 
stream, demand falls off elsewhere, inducing further shrinkages in 
monetary demand, and gradually, with increasing force, the con¬ 
traction tends to spread throughout the economic system. 

It is in the initial stages of the downswing that the movement 
stands the greatest chances of reversing itself on the appearance of 
favorable developments. A sudden increase in exports relative to 
imports may do the trick, A mild expansion in government (deficit- 
financed) spending may also bring the contraction to a halt and 
reverse the process. A burst of investment in some particular area 
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of industry may accomplish the same results. However, once the 
forces of contraction have made themselves felt with some intensity 
throughout broad areas of the economy, and a feeling of deep 
pessimism has enveloped the thinking of businessmen in general, 
the chances of isolated expansionary developments reversing the 
movemcMits are slim, indeed. At most, these factors may succeed 
in slowing down the rate of contraction in income and employment. 

We might also note the possibility of a juajor downswing's 
bc*ing intciTuptc^d and reversed temporarily by such factors as in- 
MMitory cycles. Although such influences have not been widely ob- 
ser^ ed in tin* past, we do have evidence that the major downswing 
ol 1893-1 iS97 was reversed temporarily during a period of inventory 
.iceimmlation. Once the latter had been aceomplished, the down¬ 
swing was n^sLimed. Such developments, when they take place 
alter the decline in aggregate demand has made itself felt through¬ 
out the economy, may not be expected to raise the national income 
very far back in the direction of the lull employment kwel. This 
will happen only when there is sufficient autonomous iiwestmcnt in 
store and awaiting, perhaps, the advent of a more favorable eco¬ 
nomic environment. 

UNDERCONSUMPTION VS. OVERINVESTMENT 

A basic question that arises at this point is whether the down¬ 
turn is pr('cipilaled by too much consumption, that is, overinvest¬ 
ment (capital shortage) or too much saving, that is, underconsump¬ 
tion. While, on the whole*, most theories of the cycle can be char¬ 
acterized as either underconsumption or overinvestment, in actual 
lact the matter is very complex and not always amenable to such 
si mpl e categorization. 

The minimum conditions for an overinvestment (undersaving) 
crisis are a totally inelastic money and credit supply, full employ¬ 
ment in the consumer goods industries, and considerably less than 
full employment in the capital goods industries.^“ Only when all 
three of these conditions are satisfied docs it make sense to say that 
an increase in the rate of consumption will precipitate a collapse. 

See J. Tinbergen and J. J. Polak, The Dynamics of Business Cycles 
(Chicago, University of Chicago Press, 1950), pp. 225-227. 
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An increase in the rate of consumption with an elastic credit struc¬ 
ture will simply cause the total money stream to expand, as business¬ 
men, deprh'cd of savings, turn to the banking system for investment 
funds. In fact, it may not be too much of an exaggeration to say 
that, cctcris paribus, so long as the credit supply is elastic, the other 
conditions are of relatively minor importance. 

If the credit structure is inelastic, and the rate of consumer 
spending increases in the face of full employment in the consumer 
goods industries and less than full employment in the investment 
goods industries, an overinvestment crisis of the type envisaged by 
the Austrians, is bound to dcve'lop. For the* consumer goods in¬ 
dustries could not expand production, while the producer goods in¬ 
dustries would have to cut hack. I'he ijnmobility ol productive 
agents would undoubtedly prevent a (piick shift of employment 
from the latter to the former. In these circumstances, an incrc^ase 
in saxings might ax ert a crisis. 

HowTver, exen this is not certain. If bottlenecks, other than 
credit shortages, keep the fullv occupied consumer goods industries 
from expanding production, .so that they do not (at least) maintain 
their inxe.stmeiit orders to the liiglier stages oi production, neither 
increased consumption nor increased saxings will help. Of course, 
the latter statemc'ut itself assumes an insiifhcierit demand for invest¬ 
ment goods from autonomous investine*nt. While this tyj)e of in¬ 
vestment may be forthcoming, it may also entail important shifts 
in the production process, and various tyj)es of immobilities mav 
prevent quick and easy changes. If the economy at this time has 
become increasingly vulnerable to downward shocks, the resulting 
break in the income stream (even though temporary) may precipi¬ 
tate a collapse. Nothing need be said about the consequences of 
an insufficient x^olume of autonomous investment. 

In what sense and under what conditions may we have an under¬ 
consumption crisis? First, let us put aside for the moment all prob¬ 
lems of bottlenecks. Now suppose that a large amount of invest¬ 
ment projects have been completed, of the type that will result in 
a greatly increased rate of production of consumer goods. Unless 
the ratio of consumption to total national income, that is, the 
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average propensity to consume rises to match the increased rate 
of flow of consumer goods, producers of these goods (including 
wholesalers and retailers) are going to find their inventories in- 
Noliintarily piling up on them. Tlie result is likely to be a eiirtail- 
iiient of induced investment. Unless there are olfsetting increases 
in inx’cstment orders originating in the dynamic factors of growth, 
a collapse is inevitable. It is the opinion of many writers, including 
the present one, that if anything, the ratio of consumer spending 
to national income tends to decline, at least on(‘(' the national in¬ 
come passes all previous peaks. 

A different set of circumstances may also be ^ie^ved as an under¬ 
consumption crisis. Assume a temporary saturation, or stagnation, 
in autonomous imestment outlets. Thus all ad\aiices in productnc 
U'chnitjiies and other large-scali* innovations (in the Schumpetrian 
sense) may have bec’u evploitcd to tin* full. In\estment in con¬ 
struction of all sort.s may also have been worked through thoroughly, 
and so on. At this point, il a collapse is to be a^erted, there must 
b(' an npw^ard shift in the consumption function and, possibly, in¬ 
duced iinestmc'iit to an extent that will compensate lor the decline 
in autonomous investment. If the reejuired rise in the consumption 
function is not forthcoming, the ensuing downturn might perhap.s 
be described as an undereoiisumptioii crisis, lu the present WTiter’s 
opinion, if anv short paragraph will describe the basic origins of 
the collapse of 1929 in the United States, this presetit paragraph 
will. 

If we introduce the problem of bottlenecks, the danger of under¬ 
consumption crises of the sort just de.scribed is csen more acute. 
In both cas(\s quick and ea.sy .shifts in the production processes may 
be forstalled by the immobility of the factors of production. 
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CHAPTER 12 


BUSINESS CYCLES IN THE UNITED STATES, 
1919-1919: 

THE TWENTIES 


JXTRODITCTION 

In tlie present chapter we want to examine the eyelical experi¬ 
ence of the U.S. econom) since the end of World War I, with a 
M’ew, as much as possilile, t(» observing to wliat extent tlie cyclical 
developments of this period correspond to t/ic' synthesis of business 
cycle theory evolved in the preceding chapter. In accordance with 
the position we have consistently taken throughout the present 
work, we shall treat the period of 1919-1949 as consisting of two 
major c)’cles and fi\'e minor cycles. The major cycles comprise 

(1) the period from the trough of 1921 to the trough of 1933; 

(2) the period from the trough of 1933 to the trough of 1938. The 
period extending from the trough of 1938 to the present is too 
dominated by military activity to be amenable to cyclical analysis. 
The minor cycles include (1) the period of 1919-1921; (2) the 
period 1921-1924; (3) the period 1924-1927; (4) 1936-1938; and 
(5) the period encompassing, approximately, the year 1949. All 
of the minor cycles were primarily inventory cycles, in that the 
bulk of the movements in investment and national income originated 
in inventory fluctuations. 

One difficulty that arises in the above time delineation of major 
cyclical movements appears in connection with the fluctuations of 
the thirties. The thirties was decidedly a period of stagnation. 
Unemployment fell below an approximate eight million workers 

m 
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(including those on work relief) only once after 1930, and this 
just for one year (1937). An average of about 18 pc*r cent of the 
a^'ailable labor supply was unemployed during the period Iroin 1931 
to the first half of 1940, and this figure does not include the three 
to four niillions on >\ork relief in this period. These* figures, o( 
course, only hint at the vast amount of idle plant and ec(uipint'iit 
that accompanied the idle men. 

Nevertheless, there was a decided upswing in national income 
and enipUninent in the period from 1933-1937. In the fall o( 1937 
a collapse set in, carrying income and einploymerjt down again. 
As we have indicat'd, however, tht* upswing fell considerably short 
of reaching full eiuplovment. The entire decade was in the gri]is 
of a tcjuporarv stagnation, gross national product failnig to approach 
the 1^29 lesel until 1940 (despite the growth in productivitv and 
the labor force that occurred during the decade), and thcMi 
primarib' as a re.sult of a stimulus that sprang from war-induced 
expenditurt‘S, 

For this reason sotuc people may question the ad\ isabiJit}' of 
calling the period of 1933-1937 an interA^al of cyclical expansion at 
all. The answer to such a (juestion is that periods of stagnation do 
not preclude cyclical fluctuations in national income; they mcreb’ 
signify that the upswings in national income that do occur r(*present 
only partial recoveries, in the sense that they consistently tail to 
attain the heights necessary to prewide full emplovinent for the 
economy’s available resources. 

Further difficulties arise in the attempt to define the cyclical 
movements of the decade of the forties and beyond. Since 1940, of 
course, the entire economic scene has been dominated bv war 
preparation, Avar des^aslation, and more war preparation. No at¬ 
tempt to explain the cyclical experience of the past decade can be 
made outside a framework dominated by war expenditures and 
finance and postwar military and economic aid to foreign countries. 
With the exception of the year 1949, the cconomv has operated, 
since 1942, virtually at full employment income levels, and under 
the stimulus provided by government military spending, promises 
MdkltSO for an indefinite period in the future. Political and militarx^ 
doMifcpments abroad have deprived us of the opportunity to see 
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how long the upswing that Ix^gan in 1945, with the conclusion of 
hostilities, would continue without a major downswing. For a long 
time into the future, the primary economic problem, from the 
standpoint of cyclical analysis, is likely to be one of inflation. 

THE CYCLE OF I9I9-J921 

There are some grounds for treating the upswing tliat began in 
April of 1919 as a continuation of the upswing that began in 1915 
under the impetus of World War 1 and was intemipt€^l momen¬ 
tarily by the termination of this conflict. However, much of the 
usefulness of pursuing such a treatment may be doubted in view of 
the o\ erwljelining importance played by military expenditures and 
foreign (military) exports during the period of U.5. “neutrality” 
and later participation in the conflict. Moreover, the upswing that 
began in the spring of 1919 affords ns a good opportunity to ex- 
amiiK' in detail the workings of an economy that starts an expansion 
Irom relatively full employment. 

A little background, however, should help place the events of 
the cycle under discussion in pers])ective. The opening of World 
War [ found the United States in the midst of a depression. The 
outbreak of the war caused a sharp withdrawal of short-term capital 
Irom the U.S. money markets to Europe, precipitating a great 
stringency of credit in the United States. The period of liquidity 
crisis soon gave way to a period of strong expansion, initiated, in 
the main, by a strong inflow of gold and a sharp rise in the demand 
for American exports to the countries at war. As might be expected, 
the period, 191.5-1918 was marked by a tremendous expansion in 
the money supply from 11.5 billion dollars in 1915 to 19.7 billion 
dollars in 1918. There was, of course, a further accumulation of 
li(|uiditv in the form of government securities sold to the public 
and the banks in the course of the war. 

Accompanying the great increase in liquidity w’as the usual large 
volume of deferred consumer demand. Prices had also risen 
sharply, about 35 per cent since 1914. At the same time, wages had 
lagged behind to a significant extent—a factor that was to play an 
important role in the ensuing cycle. Production flourished at great 
rates during this period, but, as is usual during war periods, there 
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was a minimum of replacement and new constniction, particularly, 
but certainly not exclusively, in industries that produced civilian 
poods. These factors, too, exerted a strong inhiience on the course 
of de\’elopments in the twenties. 

The end of the war found the atmosphere d(3minated by pessi¬ 
mism and widespread uncertainty. Much of the apprehension was 
rooted in the feeling that the end of the war would give rise to a 
period of readjustment and temporary slump, as the economy con¬ 
verted itself from a wartime to a peacetime economy. It was f(‘lt 
that the sudden decline in government military spending was cer¬ 
tain to create a temporary void in the income stream. In addition, 
the heights to which prices had risen over their prewar levels 
created the impression that they would first hav e to mov e downward 
some before the economy woidd start on its way to a postwar rev ival 
and prosperity. As a matter of fact, the first few months of 1919 
witnessed a slight recession, but this ended by April, and by sum¬ 
mer the economy was in the midst of a violent upswing. 

The Upsiving: April, I9J9-Janumy, 1920; an Inventory Boom 

The pessimists had reckoned without two very important fac¬ 
tors. The first was the role of government spending and acompany- 
ing Federal Reserve policy; the second was the importance ol Euro¬ 
pean postwar demand for American products. A war economy in¬ 
evitably continues for some time after the cessation of hostilities. It 
is not (economically) possible for goods in production to be imme¬ 
diately stopped short of completion. If, as is likely to be the case, 
many war goods are well on their way to completion, production 
continues until this is accomplished. This means, first, that con¬ 
tracts are not instantly canceled, and even more important, govern¬ 
ment disbursements continue for some time after peace is declared. 

This was precisely the case in the period immediately following 
the end of World War I. Government (deficit) spending continued 
on a large scale right up until August of 1919. In the fiscal year 
ending June, 1919, the Federal deficit totaled 13.4 billion dollars.' 
IHk lhi8 INKMe period the Federal debt mounted by 13.2 billion dol- 

Cnd Monetary Statistics (Washington, Board of Governors of the 
iMrve System, 1943), pp. 512-513. 
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lars/' During the calendar year of 1919, the budget deficits of all 
levels of government amounted to 4.3 billion dollars, a value which 
was approximately one quarter of the volume of gross capital for¬ 
mation in the private sector of the economy.^ 

As might be expected, the Federal deficits of this period resulted 
ill the flotation of a new Victory Loan of 4.5 billion dollars in the 
spring of 1919, and as usual the commercial banks found it neces¬ 
sary to finance much of the lending to the government. By the end 
of 1919 commtTcial bank holdings of Treasury securities had in¬ 
creased slightly less than 2 billion dollars. During this period of 
government borrowing. Federal Reserve policy was dominated by 
the desire to make government borrowing as easy and cheap as pos¬ 
sible. Loans secured by Liberty and Victory Bonds had received 
and continued to recc*ive preferential discount rates at the Reserve 
Banks right through to the middle of 1921, except for a very brief 
time at the beginning of 1921. Rediscount rates were set below 
le\els prevailing in the money markets, with the rates on loans se¬ 
cured by war bonds being below coupon rates. By the spring of 
1919 Federal Reserve credit had expanded some 2.2 billion dollars. 

In June of 1919 the embargo on the export of gold was lifted and 
quickly there was a rise in gold exports. Federal Reserve authori¬ 
ties hoped that the losses of gold would serve to restrain banks in 
the granting of new loans. But with rediscount rates below market 
rates, this was merely wishful thinking. This was evidenced by the 
rise of member bank indebtedness to the Federal Reserve System 
that accompanied the gold outflows. For an extended period mem¬ 
ber banks were, in fact, operating completely on the basi.s of bor¬ 
rowed rcserv^es. 

Adding to the inflationary forces at work in the year 1919 wa.s 
the vast volume of exports to European countries. The merchan¬ 
dise level of exports in 1919 showed a figure as high as 8 billion 
dollars, a figure which was approached only once during the decade 
of the twenties. The foreign demand was helped along by loans 
totalling some 3 billion dollars made after the war; this money was 

Ihid. 

® S. Kuznets, National Income and Capital Formation, 1919-1935. (New 
York, National Bureau of Economic Research, 1937), p. 24, 
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the remainder of 10 billion dollars which Congress had appropriated 
for European loans during the war, only 7 billion dollars of which 
liad been loanf*d. In addition, American exporters were more than 
willing to grant easy credits to foreign importers, pending tlie ap¬ 
preciation of European currencies, whose values in terms of the dol¬ 
lar fell during the year as a result of the (greater rate of) inflation 
in Europe. Extra pressure on the foreign demand for American ex¬ 
ports resulted from abnormal purchases of these goods because of 
the breakdown in other sources of supply. There were, of course, 
the effects on domestic sources of supply because of war devastation; 
but there was also the great shortage of shipping, which prevented 
the purchase ol foodstuffs and industrial raw materials elsewhere. 

Despite the great sources of expanding monetary demand which 
we have enumerated, in which, indeed, wc did not take account of 
the vast store of deferred consumer and industrial demand and 
lirjuidit)', production on the whole did not increase much. The 
main forces of the upswing were spent on rising prices. Table 15 
indicates that the money supply increased by 1.9 billion dollars dur¬ 
ing 1919. The price index rose by ten points. Percentagewise, the 
rise in money supply and prices was approximately the same, in¬ 
dicating that real income was comparatively stable. While trust¬ 
worthy income data for years before 1919 are lacking, very rough 
estimates indicate that real national income (i.e., money income cor¬ 
rected for price changes) in 1919 was, at most, only 1 or 2 per¬ 
centage points abo\e that of 1918. The Federal Re.serve Board's in¬ 
dex of industrial production indicates that industrial production fell 
some 6 per cent in the first three mouths of the year, rose 11 per 
cent from late spring to late summer, and declined 4 per cent in the 
closing months of the year.* 

Examination of Table 13 further reveals that of the 3.6 billion 
dollar increase in the rate of gross business investment in 1920 over 
that of 1919, 90 per cent of the increase is accounted for by the 3.2 
billion dollar rise in the rate of net investment in inventories in 1920 

* Estimate.s for national income are based on figures from the 79th 
Congress, 1st Session, Senate Committee Print No. 4, Basic Facts on Employ¬ 
ment and Production (Washington, 1945), p. 16. The figures on the Federal 
Reserve Board’s production of index are taken from the Annual Reports of the 
Federal Reserv'e Board for the years 1926 and 1927. 
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over that of 1919. Of course, some of the inventory accumulation 
in 1920 was undoubtedly involuntary, since the recession started in 
the early part of the year and gained momentum by the fall of that 
year. Still, the figures for 1919 show that inventory investment con¬ 
stituted 31 per cent of gross business investment for that year, and 
this contrasts with a 12 per cent average lor the same relationship 
for the period 1921-1927.*’ 

The analysis of the two preceding paragraphs brings out in bold 
fashion the exact nature of the upswing of 1919. It was a price- 
inventory spiral, an upswing which, as it proceedc'd, de\ eloped into 
a tremendous inventory speculation movement. The rapid rise in 
prices that occurred between 1918 and 1921 (35 per cent) gave rise 
to a great deal of inventory hoarding in anticipation of further price 
increases. The 2 per cent or so rise in physical production that oc¬ 
curred during the upswing, together with the great amount of net 
investment in inventories, attest to the vast amount of hoarding of 
the latter that must have taken place during 1919. And, of course, 
this kind of activity served as a reinforcing factor to the price infla¬ 
tion. These two factors—the sluggish reaction of production and 
(noninventory) investment and the high rate of inventory accu¬ 
mulation—give us a broad clue as to the nature of some of the im¬ 
portant underlying factors which acted to bring the upswing to a 
quick conclusion and convert it, shortly, into a recession with a 
sharp rate of decline. 

The Downswing: January, 192(h-September, 1921; an Inventory 
Recession 

The recession began very slowly and did not really begin to pick 
up momentum until the end of the summer of 1920. Why was the 
upswing so brief? Why, with the tremendous needs for new invest¬ 
ment in producer durables and in business and residential con¬ 
struction, did the upswing not develop into a major cyclical expan¬ 
sion? 

The answers to these questions are manifold. In the first place, 
the two mainsprings of the boom suddenly disappeared. The 13.4 
billion dollar Federal budget deficit that had existed at the end of 

^ Xuznets, op. cit., p. 42. 
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the fiscal year in (June) 1919 was reduced to a mere 292 million 
dollars by the end of the fiscal year in 1920. During the fiscal year 
ending June of 1921, a budget surplus of 514 million dollars devel¬ 
oped. Also, between the ends of the fiscal years of 1919 and 1921 

1.5 billion dollars of debt was also repaid. Bank holdings of Treas- 
ur)' securities by the end of the calendar year of 1920 were down 
1.4 billion dollars below their level of 1919. 

Accompanying the reversal of Federal budget policies was a 
change in the lending policies of the Federal Reserve System, which 
now lelt its hand free of the restraint of supporting government se¬ 
curity prict‘.s and keeping Treasury borrowing costs low. Rediscount 
rates at the Reserse Banks rose from 4 per cent in October, 1919 to 
as high as 7 per cent by June, 1921. The Federal Reserve System 
pursued its deflationary policy right through the downswing. From 
a high of 3.5 billion dollars in October, 1920, Federal Reserve credit 
fell to 1.8 billion dollars in September, 1921, a decline of 1.7 billion 
dollars. 

The eflects of these viciously contractionary policies ramified 
throughout the economy. Member bank discount rates rose, going 
as high as and hovering about 7 per cent on customer loans and 8 
per cent on prime commercial paper until well into 1921. While 
loans continued to expand until the tall of 1920, in spite of the high 
borrowing costs, all the evidence indicates that these loans were 
primarily in the nature of distress loans. 

In the usual manner, also, the rise in short-term interest rates 
gave a push to the already falling long-term bond prices, bond yields 
on top-grade private securities rising from an average of 5.75 per 
cent in January, 1920, to 6.38 per cent in the sixth month of the same 
year, a tremendous jump for long-term rates. Corporate borrowing 
via the stock market also rose sharply in cost as stock prices reversed 
their upward swing of 1919 and fell from an index number high of 

82.5 to a low of 51.7 in December of 1920. 

Table 15 shows what happened to the money supply in this in¬ 
terval of severe, contractionary monetary policy. By the end of 
1921 the money supply had fallen 2.8 billion dollars. On top of this 
ihe drop in income velocity from 3.45 in 1920 to 3.12 in 1921 reveals 
a rise in hoarding that developed during the downswing. Much of 
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this hoarding, no doubt, was of the speculative variety, as people 
held idle balances not only because of declining security prices, but 
also held off on all sorts of commodity buying, business and con¬ 
sumer alike, when they were confronted with the rapid rate of price 
decline that followed in the path of the monetary contraction. 
Table 15 shows the cost of living index to have dropped 15 per cent 
during 1921 and another 8 per cent in 1922; wholesale prices 
dropped even further and faster, falling from 167 in the spring of 
1920 to 91 by January 1922, a decline of 45 per cent. 

Monetary contraction was not the only source of deflation, 
however. The extremely high level of merchandise exports, so im¬ 
portant during the upswing of 1919, dropped suddenly, jiartieularly 
in the end months of 1920. During the vear of 1921, the hwel ol 
merchandise exports dropped almost in half; where thev had totalled 
8.2 billion dollars in 1920, exports in 1921 fell to 4.5 billion dollars. 
The deflationary influences on national income which this e\'eut 
must have exerted should be obvious, indeed. There an* a number 
of reasons for this him of events on the international scene, some 
foreign, some domestic. 

One of the reasons for the sharp decline in U.S. exports was the 
increase in the amount of shipping available to bring exports, es¬ 
pecially farm commodities, from Argentina, Australia, and New 
Zealand, Another important factor was the American inflation, 
which raised the prices of American exports to such levels as to 
cause the European countries to exhaust their money balances in 
the U.S. quickly. Moreover, inflation had developed in Europe at 
an even more rapid pace than it had in America, with the result that 
foreign currencies deterioriated in value relative to the dollar; in 
this way American exports were made still dearer. There was also 
the factor of European recovery, the slow rise in farm production 
there enabling the countries of the continent to turn gradually to 
domestic sources of supply. 

Once the speculative boom broke, it tended to rush downward 
in the same manner it had rushed forward. Industrial, commercial, 
and consumer buying all stopped in anticipation of lower prices. 
The speculation on a rise in prices during the upswing simply gave 
way .to speculation on a fall in prices in the downswing. The out- 
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standing example of this fact is the overwhelming rate of decrease 
in net investment in inventories. Of the 10.5 billion dollar decline 
in gross iin estinent below that of 1920 that took place in 1921, 70 per 
cent of this is explained by the decline in net investment in inven¬ 
tories shown in Table 13. Much of the decline in gross business in¬ 
vestment in plant and equipment is probably explainable as a fall 
in induced in^'estment. There were other factors at work, however, 
which we shall examine presently. 

That the recession was both sharp and severe is attested by the 
10.5 billion dollar decline in gross investment that occurred in 1921. 
The Federal Rcser\ c Board s industrial production index shows pro¬ 
duction to have fallen some 31 per cent within a space of 13 months 
following its downturn in February, 1920. Employment fell 36 per 
cenl in the 16-month interval between March of 1920 and July of 
the following \ear. Hourly wage rates dropped some 16 per cent 
in the year 1921. The terrific drop in prices we have already dis¬ 
cussed. 

The Laik of Autonomous Investment 

We have so far left unexplained the extremely small rise in pro¬ 
duction that characterized the boom of the cycle under discussion. 
In particular, there needs to be explained the mere 400 million dol¬ 
lar rise ill gross business investment and the small 0.1 billion dollar 
rise in private construction activity. Physically, there seem to have 
been most of the prerequisites for a great surge in the demand for 
physical plant and equipment and in residential construction. And 
this was the case, but not psychologically. 

Here we come face to face with the expectations factor. For 
the most part, all the influences on expectations pointed toward a re¬ 
cession in the postwar period. First, there was the pessimism and 
uncertainty that dominated the outlook of most businessmen at the 
end of the war. The fear of at least temporary collapse following 
the anticipated contraction in government expenditures acted as a 
force dictating the postponement of investment outlays pending the 
postwar recession. 

When the postwar recession failed to materialize, two other fac¬ 
tors stepped in to cause a postponement of much investment pend- 
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iiig, again, a recession. In Chapter 11, it may be recalled, we noted 
the fact that when upswings are marked by inflationary price move¬ 
ments that carry prices far above their previous norms, there de¬ 
velops increasing skepticism concerning the ability of the price 
movement to continue. I'his was undoubtedly a \'ital factor in the 
failure of business investment in plant and ecjuipment to assume 
the volume that might otherwise have been expected of it. 

The expectations of a price collapse were reenforced by sharp 
upward movement in wage rates that took place. Betwec’n the end 
of 1918 and the end of 1920, hourly wage rates rose 88 per ct'iit, 
rising 50 per cent within the year 1920 alone! This sv^’eeping rise 
in wage rates is to be explained partly by the hill employnu'iit of 
the labor force and partly bv the feverish display of trade union ac¬ 
tivity in the immediate postwar years. Striki'S paralyzed produc¬ 
tion in many critical areas of industry, such as slegl. 

The runaway rise in prices and wages certainly was not calculated 
to raise the marginal efficiency of capital; on the contrary, it had the 
effects of reducing it, at least in the short run. Just as tlu*y were 
sure that the current price level could not last and woidd have to 
recede so businessmen were also sure that the currently high earn¬ 
ings on fixed investments were sure to tleclinc. The marginal ef¬ 
ficiency of capital was also n^duced because of the inflated level of 
wage rates, which served to raise the supply prices of capital goods 
excessively.” This effect was supported by the expectations thdt 
the wage levels themselves would soon fall. 

In certain respects the situation was not unlike that visualizc'd 
by the inon(*tary overinvestment tlieorists. However, a shortage of 

® If thf rt'adtT will recall the cliseussion of the marginal efficiency f)f capital 
in the chapter on Keynes, the depressive effects of t|ie expected fall in prices 
and the currently iniluted wage levels on the marginal efficiency of capital will 
be clear. In Chapter 4 we defined the marginal efficiency of capital as the di.s- 
coiint rate which would just equate the present value of a future revenue stream 
of a capital good with its current supply price. Given the supply price, it is 
clear that if the revenue stream declines in x'ahie, the rate of diseoimt must fall 
in order to maintain or achieve eijuality between the present value of the future 
income stream and the supply price of the capital good. Given the future 
revenue stream, a rise in the supply price will also necessitate a fall in the 
marginal efficiency of capital in oraer to raise the present value of the revenue 
stream. Thus when the value of the expected future revenue stream falls al 
the same time that the supply price rises, a double barreled pressure is exertod 
on the mai^pM^Pildficiency of capit' 
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capital, in the form of a reduction in bank credit did not appear un¬ 
til after the downturn had set in. The rate of starts in new building 
construction was already on the downgrade by the fall of 1919, and 
the same was true of stock prices by the late part of the year. How¬ 
ever, the raising of the Federal Reserve rediscount rates may ha\'e 
acted as a storm warning and an advance signal of future deflation¬ 
ary j^olicies on the part of the monetary authorities. In consequence 
of such actions, which, incidentally, also provided an act of con- 
firniation t)f pre\ ailing expectations regarding the future course of 
prices, a cautious attitude on the part of businessmen would cer¬ 
tainly have been a logical outcome. Certainlv, the adequacy of 
this analysis is partly borne out by the extraordinarily large portion 
of total inxestment that was devoted to insentory accumulation; in- 
^entory iinestmcnt was at lea.st an outlet in which funds would not 
b(‘ irretrievably lied up in the event of a recession. 

Our analysis would not be complete, if we failed to take account 
of the wide prevalence of bottlenecks, the second of the two factors 
explaining the dearth of investment outlays. In the first two years 
of the postwar p(‘riod, the economy achieved as full a level of em¬ 
ployment as was possible, given the existence of seasonal, frictional, 
and technological factors. The amount of unemployment in the 
two-year period averaged no more than 4 to 5 per cent of the avail¬ 
able labor supply. This figure is to be compared with the average 
of 10 per cent for the whole decade of the highly prosperous twen¬ 
ties.’^ Applying the analysis we developed in the previous chapter, 
we can sec what the efiects of such severe labor shortages on the 
higher stages of production mu.st have been. Essentially, the ef¬ 
fects are describablc in terms of a broadly interpreted acceleration 
principle. In order for the higher stages of production to maintain 
a full volume of output once they have expanded (they had ex¬ 
panded in many areas to meet the demands of war), both autono¬ 
mous and induced demand for capital goods must maintain at least 
a steady rate of growth. However, the widespread shortages of la¬ 
bor throughout all industry in 1919 and 1920 acted to prevent the 
necessary rate of expansion, not only in the consumer goods indus- 

^ Cf. S. Kuznets, National Income and Its Compositionf 1919-1938 (New 
York, National Bureau of Economic Research, 1941 },p, 151. 



Table 14 Gross National Product and Its Component Parts, 1921-1911 * (in mitlions of dollars and current prices) 
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tries, but also in the lower stages of capital goods construction. 
That is to say, autonomous as well as induced investment were 
caught in the sti-angleliold of labor bottlenecks. On top of the lat¬ 
ter, tlie railroad industry, despite the terrific “beating” it took dur¬ 
ing the war for lack of replacement, found itself unable to acquu-e 
new equipment fast enough. The result was a breakdown in rail¬ 
road transportation in 1920. The “transportation crisis” of this pe¬ 
riod severely aggraxated the bottleneck problem. This problem 
was not confined to any partitmlar industry, and it certainly rates 
being listed as one of the two basic reasons for the failure of autono¬ 
mous and induced investment in plant and equipment to take up 
the slack and carrv^ the economy upward in a prolonged period of 
steady prosptTitx. 

Yet the importance of aggregate (gross) investment ccTtainly 
must not be discounted. As can be observt'd from the figures in 
Table 14, it \xds the continued fairly strong rate of gross investment 
in 1921 which kept the national income from falling further than it 
did, provided tlu‘ basis for a cjuick and speedy recovery from the 
low levels reached in 1921, and was basic to the steady period of 
major cyclical upswing from the fall of 1921 to the fall of 1929. We 
shall presently see that it was the high level of autonomous invest¬ 
ment during the twenties, founded on the high level of construction 
activity, in the first part of the upswing, and the tremendous rate of 
t(‘chnological development and growth in certain areas of industr)\ 
which, as usual, played the lead role in the expansion of the twen¬ 
ties. 

THE MAJOR I P.SWING OF 1921-1929: ITS GENERAL ASPECTS 

The outlines of the major movements of the 1920’s may be ob¬ 
served in Table 14. The period from the fall of 1921 to the fall of 
1929 was marked by a steady growth in national income, employ¬ 
ment, and national well-being." The Federal Reserve System's in- 

^ The OIK* major blot on the record of the 1920*s was the apparent failure 
tlie growtli in output and employment to keep pace with the growth in the 
labor force. Uneinployinent in the twenties averaged some 10 per cent of 
those seeking employment, as compared with the normal 3 or 4 per e'en! that 
IS allowed as frictional, etc., unemployment. Despite the extremely heavy rate 
of investment that prex'ailed during the twenties, not so many more workers 
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Table 15 Behavior of Money and Prices^ 1919-1933 
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1919 

21.6 

68.75 

3.18 

118 

1920 

24.0 

82.84 

3.45 

143 

1921 

21.2 

66.15 

3.12 

128 

1922 

21.6 

67.19 

3.11 

J20 

1923 

23.0 

78.21 

3.40 

122 

1924 

23 3 

78.79 

3.38 

122 

1925 

25.1 

83.41 

3.32 

125 

1926 

25.8 

88.78 

3..52 

126 

1927 

25.7 

86.78 

3.38 

124 

1928 

26.1 

90.05 

3 45 

123 

1929 

26.5 

93.64 

3.53 

121 

1930 

25.4 

82.72 

3.45 

119 

1931 

23.9 

64.75 

2.71 

109 

1932 

20.7 

47.20 

2.28 

98 

1933 

20.0 

46.54 

2.33 

92 


® Source: Federal Rescri e Btdletin, 1950. 


dex of industrial production rose steadily during the t>\^euties, from 
a low of 58 ill 1921 to a high of 110 in 1929. Ncl national product 
in real terms (a better measure of growth in national well-being 
than gross national product) also rose by the astounding amount ol 
28.7 billion dollars in the same interval. Real income per capita rose 
from $507 a year in 1921 to $687 annually in 1929. 

The reasons for both the steady level of prosperity and steady 
rise in national income are closely related. On the surface, there 
was the tremendous rate of capital formation that took place in the 
period under consideration. It was this factor, largely autonomous 
investment, too, which kept the national income at high levels even 
in the face of occasional deflationary influences. Its origins were 
manifold. There was, first of all, the tremendous rate of construc¬ 
tion activity per annum, residential and nonresidential. On top of 


weie employed; in fact, if allowance is made for the growth of population, it is 
pMMbie that the increase in capital stock may even have resulted in some dis- 
of workers. Professor Schumpeter's explanation of this would he 
twenties were on the downswing of a Kondratieff long wave, during 
mm 'there is always marked unemployment, even during major cyc-licul 
uj ji to i gu . 
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this came wliat might be called a little “industrial revolution. 
Tliis wave of technological progress manifested itself both in the 
lorm of increased productivity and a wave of new products, par¬ 
ticularly consumer durables. 

The Mole of Tethnological Progress 

An almost unprecedented rate of increase in productivity took 
place in the twenties. Professor Mills" has estimated that produc¬ 
tion increased at a cumulative rate of 3.8 per cent per annum. Out¬ 
put jier wage earner went up 22 per cent between 1923 and 1929. 
Tlu' rise in worker productivity will be seen to have been actually 
greater when cognizance is taken of the aforementioned failure of 
th(' economy to absorb much of its annual growth in the labor 
suppl)'. 

While some of this rise in producti\ ity may be attributed to some 
growth in the stock of capital per worker, most of it seems to have 
been the product of technological progress. For the most part, in¬ 
dications are that growth of product and capital pretty much kept 
pace with eacli other. This fact offers fairly conclusive evidence of 
the overwhelming importance of technological progress as the main¬ 
spring behind both the growth in labor productivity and (aside from 
residential construction) the great rate of net investment, public 
and private. 

Evidence of the influences of technological progress on net in¬ 
vestment is certainly not lacking either. Leading the parade dur¬ 
ing the twenties was the automobile industry. The (investment) 
ramifications of the expansion of the automobile industry during the 
period were enormous and virtually incalculable. The annual value 
of passenger car output increased froiYi 1.4 billion dollars in 1919 to 
2.8 billion dollars in 1929; the volume of passenger car production 
rose from some 2.2 million in 1920 to 5.5 million in 1929. This tre¬ 
mendous surge in automobile production naturally carried with 
it great expansions in subsidiary supply industries. According to 
Mills,’'* petroleum output rose 77 per cent during the period 1923- 

" F. C. Mills, Economic Tendencies in the U.S.A. (New York, National 
Bureau of Eeotioniic Research, 1932), p. 530. 
p. 292. 
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1929, as compared with a rise of 19 per cent for the average of man¬ 
ufacturing as a whole in the same interval. Rubber inaiuifactiirers 
expanded 39 per cent and steel works and rolling mills 24 per cent 
in the same period. All the foregoing industries were right among 
the leaders in the growth of industrial output during tlie tvvt'nties, 
placing themselves among the first six. Their importance for invest¬ 
ment outlets is further seen in the fact that the motor vehicle, iron 
and steel and petroleum refining industries ranked first, third, and 
fifth, re.spcctwely, in the nation in value of total output lor 1929. 
Finally, we cannot omit the impetus that the automobile gave to 
highway construction during the twenties; approximately 10 bil¬ 
lion dollars was spent on public roads during this dec ade. 

The automobile industry and its .subsidiary suppliers, etc., were 
not the only ones to burst forth in a surge of growth. TIk' eh»ctrie 
power industry sp<‘nt an estimated 8 billion dollars on new invevst- 
ment in the twenties. Capital expenditures by the tele'phone in¬ 
dustry approximated some 2.5 billion dollars." 

The Rise of Consumer Durables 

One of the most significant developmcMits of the twenties was the 
tremendous growth in importance of consumer durables. Aside from 
automobiles, the area of greatc'st growth in this categorv' of produc¬ 
tion lay in that of household appliances, and, among the latter, the 
increase in output of radios and electric refrigerators dominate the 
scene. Output of consumer durables as a whole rose some 72 per 
cent in the period 1922-1929. Annual production of household ap¬ 
pliances, exclusive of radios and refrigerators rose some 200 million 
dollars in the period 1921-1929, virtually a 100 per cent increase. 
But the most important areas of expansion in the realm of consumer 
durables were those of radio and electric refrigerators. The yearly 
rate of refrigerator production increa.scd from 13.3 million dollars 
in 1921 to 111.7 million dollars in 3929. Radio production rose a.s- 
tronomically from 13.3 million dollars annually to 253.3 million dol¬ 
lars between 1923 and 1929. 

The figures on investment by the telephone and electric power industri("« 
are-taken fnnn A. H. Hansen, Fiscal Folicy and Business Cycles (New York, 
W. W. Norton & Company, 1941). p, 4a 
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The foregoing facts and figures serve to emphasize a very im¬ 
portant point, one which has been noted by Professors Schumpeter 
and D. H. Robertson, among others. This is that every major cy¬ 
clical expansion in economic activity always finds one or two indus¬ 
tries showing the way. The latter are usually the result of the in¬ 
vention of some new technique of production or the discoverv of 
totally new products. The impact of these new industries is usually 
economy-wide, giving rise to vast investment opportunities not only 
in themselves, but also in numerous supplying, subsidiary industries, 
new and old alike. Thus the great expansion oi the railroads pro¬ 
vided the basis for most of the major prosperities of the second half 
of the nineteenth century, and in the first quarter of the twentieth 
century we had the major periods of upswing dominated by the 
public utility industries and the automobile, plus certain other con¬ 
sumer durables. 

The importance of Constmclion During the Twenties 

Perhaps no single factor was more important to the continuous 
major upswing of the twenties than the high rate of private con¬ 
struction that was maintained throughout the twenties. In fact, no 
one factor explains better the sharp contrast between the prosperity 
of the twenties and the stagnation of the thirties than docs the differ- 
(*nce in the annual rates of private building activity. In the period 
1921-1929 total private construction averaged 7.8 billion dollars a 
year, while in the period 1933-1939 this variable averaged 2.3 bil¬ 
lion dollars, a great difference of 5.5 billion dollars (on the average ) 
annually. 

It might be said, with some merit, that these facts about aggre¬ 
gate private construction really add very little to what has already 
been pointed out in the immediately preceding paragraphs. For it 
is apparent that the high level of construction activity of the twen¬ 
ties must have been associated largely with the boom of the auto¬ 
mobile and other consumer durables of the period, and with the 
large outlays in the public utility industries, besides accumulated 
replacement demand. 

In reply, one might say that such a statement is only half true. 
Residential construction averaged about 53 per cent of total private 
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conslniclion in tlie period 1921-1929, proceeding at an average 
annual rate of 4.1 billion dollars; in sharp contrast, residential 
construction during the 1933-1939 period averaged only 1.1 billion 
dollars a year, a difference of 3.0 billion dollars annually, on the 
average. Thus 54 per cent of the decline in total private con.stnic- 
tion in the thirties below that of the twenties is accountc'cl lor by the 
decline in residential construction. 

Historical experience and data indicate, as on(‘ would expect, 
that major upswings which coincide with an upswing in building 
construction are strong and \igorous. Those major expansions that 
occur during a trough in construction activity are weak and aiuMiiic; 
they ii.sually have iiiaiiv (d the characteristics ol stagnation.*’ Of 
course, to a very large extent the factors that give rise to major bnsi- 
ne.ss cycle upswings art' the same as those that are at th(' bottom of 
a large segment of building activity. Tht\se factors are primarily 
technological innovations which require larg(' amounts ol new in- 
v'cstinent both in plant and eqiiipinciit. To the ('xtent that this is 
true, it might perhaps be better to ascribe the depth and duration 
of prolonged depressions, when these coincide with depressions in 
construction activity, to troughs in the cycles of residential con¬ 
struction. In the same manner, we might assert that when major 
business upswings, vigorous and buoyant, coincide vvitli upswings 
in the building cycle, a large amount of the strength and force of 
the business boom might be associated with the boom in re.sidential 
construction activity. We say this, we repeat, because of the strong 
likelihood that the factors that give rise to major cyclical expansions 
in business activity, viz., factors of technological innovation, will be 
much the same as those which account for an upswing in the cycle 
of business plant construction. 

The Bases of the liesidential {Construction Boom of the Twenties 

On the basis of the position taken in the last paragraph, we may 
say that the factors which explain the high rate of business con¬ 
struction during the twenties are the same as those which have been 
adduced earlier as the major explanation of the (autonomous) up- 
iWtog in general business activity. We want now to examine the 

^ Cf. Hansen, op. cit., pp. 22-27. 
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underlying bnses of the high rate of residential building in the same 

The initial impetus to the upswing in residential construction 
that got uiuler way in 1922 dtTived from the long accumulated de¬ 
mand carried over from the war period. This accumulation of de¬ 
mand, in turn, had its origins in the se\ere lack ot replacement that 
accompanies e\ery war pericid, and, in addition, the failure to pro- 
\ide ade(|iialelv for tlie growth in population that took place during 
tlu^ war period and the first three postwar \ears. Exidence of the 
S('M‘rit\ oi llie housing shortage is seen in the fact llial rents rose 
well o\er bO per cent in the period 1916-1920, and continued to rise 
sharply right in the midst of the recession of 1920-1921. 

Evanhnation of Table 14 reveals that the residential construc¬ 
tion boom was slow to get started in the first postw’ar years, despite 
the large' volume of deferred demand. One of the reasons was un¬ 
doubtedly the extremely tight labor supplv of this period. Aec'om- 
paiiying the sex ere labor shortages were, naturally, the extremely 
high lex el of wage rates discussed earlier. It xvill be recalled fur¬ 
ther that most businessmen were convinced that the inflation of 
prices and xvages could not contiiiue, and this attitude characterized 
construction as much as other areas of actixity. ^Vhen the re>ces- 
sioii caiiK*, it brought wage rates down considerably in many (geo¬ 
graphical) areas of the building iiidustr), and as soon as this hap- 
p€*ned, in combination with the continued rise in rents, the upswing 
in residential construction began. 

Sustaining and adding to the stimulus gixen by the deferred war 
demand was a series of developments that took place later in the 
twenties. First among these was the growth in population that took 
place during this period. Population grew by some 15 million in 
the period 1920-1929, providing the largest absolute increases per 
year in the experience of the United States. There were also large 
amounts of internal migration during this period, particularly a large 
exodus from rural to urban areas (under the impetus of improved 
nic'ans of transportation, such as the automobile). 

In addition, there were the strong increases in real income per 
capita during the twenties, increases which affected to a great ex¬ 
tent all income brackets. As these rises in real income proceeded 
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and bade fair to continue, they may be expected to have given rise 
to stronger demands for new and better housing. Adding to tlie 
stream of demand for housing was the rise in speculative incomes 
from the stock market, wliicli undoubtedly contributed its share to 
the rate of demand lor housing. We haAe mentioned earlier the 
tendency for the bulk of speculative incomes to go into consumer 
durables and in the latter must be included housing. 

Once started, the building boom, under the impetus of the forces 
just mentioned, gradually gained sufficient momentum to invite a 
great deal of speculate e activity. The reader will recall the discus¬ 
sion of the building industry in the United States in C'hapter 1. 
There we emphasized the extreme speculative character of the build¬ 
ing industry in this country. Producing units are in the habit ol 
working on a shoestring, of operating with almost no equity. Given 
the slowness with which a construction boom gets under way, the 
opportunities for speculative building become rampant when most 
of the capital can be borrowed. And in the latter part of the twen¬ 
ties the commercial banks went in for real estate loans in a big waw 
so that prospectixe builders had little difficulty in obtaining funds. 
The extent to which the commercial banks were willing lenders in 
the speculatix e spurt of construction activity in the late twenties is 
seen in the large number of banks which had to close their doors in 
1932 because of an inability to liquidate real estate loans. The ex¬ 
treme speculative nature of the building boom, whieh pervaded the* 
industrial and commercial spheres of building activity as well as the 
residential component, resulted in a tremendous overexpansion in 
building construction—a complete saturation, no less—which explains 
to a great extent the extreme slump in aggregate building activitv 
in the thirties. 

The peak of the residential construction boom was reached in 
1925, when this category of construction reached tin* unprecedentf‘cl 
height of 5.2 billion dollars. Thereafter the yearly rate of construc¬ 
tion slackened steadily, declining over 2 billion dollars by the end 
of 1929. Through 1928, it declined approximately 9(X) million dol 
lars. But % of this decline was offset by the continued rise in con¬ 
struction from the business and public domains, each contributing 
an increase of some 400 million dollars per year. Incidentally, the 
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readers attention is called to the importance of the level of public 
construction actix ity during the twenties. Despite all the hullabaloo 
attaching to the level of government spending during the thirties, 
examination of column 7 in Tables 14, 16, and 19 will reveal the 
very interesting fact that the annual rate ol public construction of 
th(‘ thirties ne\i»r surpassed the peak spending of the last three years 
ol the twcMities until 1941! In fact, the yearly average for the period 
1921-1930 was 2.5 billion dollars, w’hile that of the period 1933- 
1940 was 1.9 billion dollars. 

The increasing Importance of Ihirable Goods Production 
in the Twenties 

One of the outstanding developments of the twenties was the 
grc'at importance that the production of durable goods, especially 
consumer durables, came to have. Between 1922 and 1929, the 
production of consumer durables rose some 72 per cent. As a frac¬ 
tion of national income, the production of durable consumer goods 
rose from 11.8 per cent in 1921 to 14.5 per cent in 1929. On the 
other hand the production of perishable consumer goods fell from 
46.5 per cent of the national income in 1921 to 41.8 per cent in 1929. 

Along similar lines, the production index of consumer goods rose 
31 per cent between the vears 1922 and 1929, while the production 
index of capital goods rose approximately 70 per cent. In the short 
period of 1928-1929 th(* production of consumer goods rose 6 ptT 
cent while that of capital goods rose 19 \)vr cent. The production 
of all durable goods (consumer and producer alike) increased about 
59 per cent between the years 1922 and 1929. In rather sharp con¬ 
trast, the production of all nondurables rose some 23 per cent in the 
same time interv al. 

Two important results accrued from the.se developments, one 
possibly yielding some insight into the nature of the collapse of 
1929, and the other, while also shedding light on the same subject, 
perhaps providing a key to future cyclical movements in the U.S. 
economy. In the first place, the great disparities in the rates of 
growth of the indexes of consumer and capital goods production 
suggest that perhaps too much capital goods production may have 
taken place in the twenties, particularly in the later stretches, rela- 
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tive to the production of consumer goods. The complete collapse of 
investment after 1929 could be taken as a partial indication ot this. 
The widespread existence of excess capacity even before the break 
also suggests something of the sort.^'' This excess capacity was un¬ 
doubtedly made even greater by the tremendous rate of growth in 
productivity made possible by the rapid rate of technological prog¬ 
ress during the twenties. 

There are, of course, no objective criteria which would enable 
us to determine the* appropriate proportions that must be main¬ 
tained between iiuestinent and consumption goods production if 
severe depressions are to be avoided. E\en if we knew the correct 
proportions, there is the question whether sufficient mobility ot (ac¬ 
tors exists to permit speedy shifts in employment among the differ¬ 
ent stages of production, especially in the presence of tight credit 
conditions, such as may prevail at the top of an upswing.’’ There' 
is little doubt, howe\'er, that a temporary saturation in investment, 
made most evident by the widespread conditions ot excess capacity, 
developed in many lines of production, and contributed no end to 
the severity of the contraction and the depression of the thirties. A 
less rapid rate ot investment during the twenties, with proportion¬ 
ately more resources devoted to the production ot consumer goods, 
might, at least, have permitted the prosperity of the twentic's to con¬ 
tinue a few years longer. However, this suggestion, too, carries 
some implicit assumptions about the behavior of the propensity to 
consume, namely, that it would have risen fast enough to assure 
an adequate rate ot absorption of a greatly expanded rate of con¬ 
sumer goods output. All these suggestions, unfortunately, must re¬ 
main within the realm ot pure conjecture. 

A good deal of tin- excess capacity wJiich developed in the twenties 
must be ascribed to a cliuiigc in the practices of holding inventories. The 
recollection of the experiences w'ith large inventory holdings during the reces¬ 
sion of 1921 made the business community (particuliirly wholesalers) extremely 
reluctant to stock up, and so provide for the smooth meeting of seasonal and 
other variations in demand. This refusal to build up inventories was further 
reenforced by expectations of lower prices during the twenties. The effect of 
this attitude on the part r)f wholesalers was to cause manufacturers to expand to 
meet peak demands, instead of adjusting capacity to meet some average lev'el 
of demand. Large amounts of excc.s'S capacity no doubt resulted from these 
attempts by manufacturers to satisfy peak demands. 

’ **Thi.s point has been discussea at some length in Chapter 11, pp. 382-383. 
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The increasing iinportaucc of consumer durables in the flow of 
the national product stream added a further clement of instabil¬ 
ity to an economy already given to wide fluctuations in economic 
acti\'ity. The significance of durable consumer goods is, as we have 
noted earlier, that their demand is a deferrable one, so that in depres¬ 
sion it falls off much more than the demand for noiidurables. More- 
ov’or, during the twenties’ much of the increa,se in demand for 
consumer durables was centered on goods that were then, at least, 
prijuarilv in the nature ol luxury items, like automobiles and radios. 
This situation made for a still greater decline in demand once the 
break came. As we have also noted earlier, however, the existence 
of a larger proportion of consumer durables in the aggregate flow of 
goods will not only add to the severity of major cyclical contractions, 
but will add to the intensity of major upsvv ings. To the accumulated 
volume* of replacement of producer goods that is a common product 
of major depressions is now added a similarly accumulated volume 
of durable consumer goods. The much wider fluctuations in dura¬ 
ble goods industries relative to those in nondurable goods industries 
is now a commonplace. It is fairly obvious that the growth to great 
importance of consumer durable goods industries will serve to add 
to the number of industries which show the greatest amount of cy¬ 
clical instability. 

Nor can we leave out the growth in importance of consumer 
credit as a means of financing the purchase of consumer durables. 
This method of financing came into its own in the late twenties and 
today occupies a position of paramount importance in the eyes of 
the monetary authorities. From a peak of 7.6 billion dollars in 
1929, the total volume of consumer credit fell to a low of 3.9 bil¬ 
lion dollars in 1933, a decline of 49 per cent. By 1940 it bad risen 
again to 9.1 billion dollars, and in June of 1950 bad reached a total 
of 19.6 billion dollars, a volume almost fiv e times that of 1933. It 
is clear that such movements in this variable add greatly to the in- 
stabilitv of the system, because they produce an added income 
stream in periods of expansion and a diminished income stream in 
times of contraction. 

The twenties thus produced two additional, albeit interrelated, 
sources of cyclical instability. First came the great increase in im- 
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portance of durable consumer goods production, and with it was 
intimately associated the greatly increased role that consumer credit 
now plays in the modern economy. Ceferis paribus, both develop¬ 
ments assure that the major business cycles of the future may tend 
to be of somewhat greater amplitude and intensity than their coun¬ 
terparts of the past. 

The Role of Consumption in the Twenties 

The role of consumption in the decade under evamination is to 
])e seen in Table 16. There we have presented what we may call a 
\'erv rough statistical approximation of tlie aveiage pro])ensity to 
consume (in column 4), the l>ehavior of the rate of growth of con- 
siiniptioii in the course of the decade (column 2). and the relation¬ 
ships, if anv, that ma\’ exist betuwn these variables and the rate of 
net investment in iinentories and in business plant and equipment. 

Perhaps the outstanding feature of the be^havior of consumption 
in the decade of tht‘ twenties was the comparativT stability of the 
average propensity to consume over the emtire decade, despite the 
remarkable rise in national income that characterized the period. 
While the average propensity to consume displays definite short- 
period variability, there is certainly no tendency for it to decline 
over the course of the whole decade. Its ^allle in 1928 was approxi¬ 
mately the same as it was in 1922. Apparently, the people of the 
United States were able to adjust their living standards upward 
with only short lags, lags of no more than a couple of years. Of 
undeterminable importance in the ability of people to adjust their 
living standards upward with such facility was undoubtedly the 
growth in credit-financed consumer expenditures and the great rise 
in speculative incomes that took place in the latter part of the 
decade. 

If no trend in the direction of a decline in the average propen¬ 
sity to consume is evident for the whole decade, short-period fluc¬ 
tuations in its value appear in Table 16. As a matter of fact, each 
of the years of minor (inv^entory) recession was preceded by a de¬ 
cline in the average propensity to consume, and each of the minor 
upswings was preceded by a rise in the average propensity to con- 
Thus the inventory recession of 1924 was preceded and per- 
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haps initiated by a drop of three percentage points in the figure for 
this factor, while the inventory upswing following apparently de¬ 
rived some stimulus from the four-point rise in the average propen¬ 
sity to consume in 1924. The figure dropped again four points in 


Table 16 Comumption and Business Investment, 1919-1933 ” 



(1) 

(2) 

W 

(4) 

Year 

Net 

Net 

Rate of 

Consumption 


Changes 

Business 

Grouth 

as a Percentage of 


in Business 

Capital 

of Con- 

Gross National 

1919 

Inventories 
(in mi/linns of 
dollars) 

^ 4,132 

Formation 
(Exclusive 
of Net 
Changes in 
Business 
Inventories) 

(in millions of 
dollars ) 

2,699 

mmption 

Product 

1920 

7,375 

2,043 

23 

.73 

1921 

54 

620 

.10 

.83 

1922 

534 

1,338 

01 

.80 

1923 

-t 3,016 

2,565 

.11 

.77 

1924 

- 917 

2,618 

.06 

.81 

1925 

1,7H8 

3,395 

.01 

.77 

1926 

+ 1.586 

3,532 

.09 

.79 

1927 

+ 464 

3,481 

.02 

.79 

1928 

-321 

3,563 

.05 

.80 

1929 

H 2,414 

4,355 

.02 

.78 

1930 

- 1,128 

2,534 

.06 

.83 

1931 

- 1,375 

-290 

.18 

.87 

1932 

- 2,461 

- 2,084 

22 

.93 

1933 

- 1,129 

- 1,934 

.04 

.91 


• Aduptod from Tables 13 and 14. 


1926 and then made only a two-point recovery in the next two years, 
seeming to provide some of the downward force on business invest¬ 
ment in the very slight recession of 1927. 

We may inquire into the nature of the forces that kept the econ¬ 
omy from plummeting into a major downswing in each of the reces¬ 
sions of the minor cycles in the years 1921-1924 and 1924-1927. 
That is, what contained the deflationary forces in each of the minor 
recessions and kept them from developing into major contractions? 
As the reader probably suspects, the answer is the tremendous rate 
of autonomous investment that proceeded through the twenties. In- 
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duced investment, particularly in inventories, and in 1927 also 
slightly in business equipment, responded to the declines in the 
ratio of consumption to income sufficiently to produce two minor 
cycles, but these were kept minor by the continuing surge hi autono¬ 
mous investment. 

In 1929 the offsetting effects provided by autonomous invest¬ 
ment were gone. Many such channels, already discussed, had 
reached the point of saturation, at least temporarily. If the econ¬ 
omy was to maintain its upward progress what was required at this 
point was a sharp upward movement in the a\'erage propensity to 
consume. Instead, as the figures show, 1929 was marked by a de¬ 
cline in the average propensity to consume and the rate of growth 
of consumption. At this time what earlier would ha\e b(‘en a mi¬ 
nor recession became the beginning of perhaps the most catastrophic 
contraction and depression in the nation's history. Accompanying 
the contraction of induced investment in response to the fall in the 
average propensity to consume was the collapse in autonomous in¬ 
vestment, which, ill turn, reduced income and consumption still 
more and, therefore, induced investment again, and so on, in the 
now familiar process of cumulative contraction. 

We repeat a remark we made earlier in Chapter 11. While no 
positive role may be assigned to consumption in the collapse of 
1929, a sort of negative iinderconsumptionist approach may per¬ 
haps be used to describe the origins of the collapse. By this we 
mean that a crisis and collapse could have been averted in 1929 if 
the consumption function had risen sufficiently to compensate for 
the decline in the investment schedule. Actually, just the opposite 
occurred, and the economy was precipitated into a period of \'icioiis 
contraction. In reality, perhaps, we have no “right” to impute such 
guilt to the average propensity to consume in view of its historical 
stability.For the breakdown of 1929, at least, the guilt must be 

Care must be taken not to misinterpret tlii.s statement The lemark 
does not deny tliat the amount of consumption has risen historically. On the con¬ 
trary, we have repeatedly described the ability ol consumption to rise over 
longer time periods in conjunction with the growth in national income. How¬ 
ever, the percentage of national income devoted to consumption, the average 
propensity to consume, has remained remarkably constant o\'er the long haul 
of time. 
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placed squarely at the feet of the collapse in autonomous investment. 

An attempt has also been made to observe the workings of the 
acceleration effects. Column 3 in Table 16 indicates the movements 
in the rale of growth of consumption in the twenties, for this vari¬ 
able lies at the In^art of the acceleration principle or relation. Un¬ 
fortunately, there appears to be a measure of inconsistency in the 
(‘fleets of changes in the rate of growth of consumption on invest¬ 
ment. The period 1919-1923 shows a strong interconnection be¬ 
tween change's in the rate of growth of consumption and investincnt. 
Thus the sharp reduction in th(‘ rate of decline of consumption be- 
tv^i'en 1921 and 1922 seems to have indiu'ed a fairly large amount 
ol investment in business inxentories and plant and equipmenl. 
TIk'ii the 12 per cent rate ol growth in consumption between 1922 
and 1923 seems to ha\e been at least partly responsible for the in¬ 
crease in the rate of investment that t(^ok place in 1923. The 5 per 
cent drop in the rate of growth of consumption between 1923 and 
1924 might partly explain the precipitous drop in inventory invest¬ 
ment from a high positive to a negative figure between the latter 
two years. 

The rate of growth of consumption fell by another 5 per ct'iit be¬ 
tween 1924 and 1925, but business investment, particularly in in¬ 
ventories, bounded upward. Nor was the reaction of business in¬ 
vestment in 1926 what (me would expect of the acceleration effect 
from the 8 per cent rise in the rate of growth of consumption that 
occurred between that vear and the one previous. Inventory inx'est- 
rnent actually declined slightly, and investment in business plant 
and equipment rose only slightly. A 1.2 billion dollar drop in total 
business investment did occur in 1927, when the rale of growth in 
consumption fell by the large amount of 11 per cent. Again, how¬ 
ever, the reaction does not seem to have been what one would ex¬ 
pect on a priori terms from such a drastic decline in the rate of 
growth in consumption. One might point to the more than 700 mil¬ 
lion dollar decline in aggregate business investment (despite the 
large rise in the rate of growth of consumption) as a lagged reac¬ 
tion of induced investment. 

Finally, in the crucial year of 1929, the rate of growth of con¬ 
sumption also took a drop, though the decline was not nearly so 
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great as some of those in earlier years. However, in this year na¬ 
tional income rose, so that the fall in the rate of growth of consump¬ 
tion assumes added significance. Combined with the drop in au¬ 
tonomous investment which was setting in by that time, the effects 
of the decline in the rate of growth of consumption in 1929 un¬ 
doubtedly contributed to the deflationary forces of the last year of 
the twenties by adding to the excess capacity that was already mak¬ 
ing its appearance in 1928. 

Of course, it is virtually impossible to adjudge the workings of 
the acceleration eflect statistically. Tins is so for two reasons. In 
the first place, there is no way of distinguishing statistically between 
that portion of investment which is induced by higher income levels 
and that portion which is the product of the dynamic forces of 
growth. Hence where investment does not appear to respond to 
declines in the rate of growth of consumption, there is no way of 
determining to what extent this has been due to offsetting effects 
from a continued swell in autonomous investment. 

In addition, we are faced with the impossibility of determining 
in advance how much investment in inventories is planned and how 
much is of the unanticipated variety. A rise in inventories may be 
the result of an unforeseen decline in demand (or an insuflBcienl 
rise in demand) as well as planned additional outlays for this pur¬ 
pose by businessmen. In either event, a rise in inventories is meas¬ 
ured as an increase in investment. Of course, the outcome on fu¬ 
ture (induced) investment decisions will difler radically in the two 
cases of planned and unplanned accumulation of inventories. 

Unplanned investment may thus account for the 2.7 billion dol¬ 
lar increase in the rate of inventory investment of 1925 over that of 
1924, in spite of the 5 per cent decline in the rate of growth of con¬ 
sumption between the two years. Such may also account for the 
rise in inventories in the year 1929. In this year inventory invest¬ 
ment rose from a minus figure of 0.3 billion dollars in 1928 to a posi¬ 
tive value of 2.4 billion dollars in 1929, despite the three-point de¬ 
crease in the rate of growth of consumption in latter years. On the 
other hand, planned investment may account, at least in part, for 
the rise in inventories in the face of declining rates of growth of con¬ 
sumption in these years. The reason might have been a fall below 
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normal in the ratio of stocks to sales in prior periods. Unfortunately, 
accurate data on this ratio for the twenties are not available, so that 
we are not in a position to pass judgment on which was the case^ 
planned or unplanned inventory accumulation. 

Because of the nature of the problems just discussed, we can do 
no more than speculate about the mechanics of the behavior of in¬ 
duced investment and consumption during the twenties. An equallv 
plausible explanation of the rise in total business investment in 1929, 
in the face of a decline both in the rate of growth in consumption 
and a decline in the average propensity to consume, might be found 
in the inflated marginal efficiency of capital that prevailed in the 
latter part of the twenties, inflated by the fever of speculation that 
gripped the country in the last couple of years of the “new era.” 
Some of the investment may also represent expenditures on projects 
begun before the downturn, the losses on which would be greater 
if discontinued than if brought to completion. 

Other Factors in the Tiventies 

The role of foreign trade was certainly of some significance in 
the continued upswing of the twenties. During the decade of the 
twenties, exports from the United States generally exceeded imports 
into this country. At the same time, U.S. capital was going abroad 
at the average rate of 1 billion dollars a year. The bulk of the 
American loans were being used by European countries to pay for 
imports of American products. Thus the credit balance of trade in 
the merchandise accounts of the U.S. was being financed by U.S. 
loans to the importing countries. It is evident that the high level of 
exports of the U.S., which, as we have seen, is as much an income 
generator as a net increase in domestic investment, could last only 
so long as U.S. investment credits would continue to pile up abroad. 
The props were pulled out from under the U.S. export trade in 
1928. The reasons were a rise in interest rates that began in 1928 
and, even more important, the beginnings of the stock market boom 
in 1928. With the appearance of the speculative boom in domestic 
equity securities, the attention of the American investor turned to 
the apparently more remunerative game of buying and selling stocks. 
With the collapse of foreign lending by U.S. investors, America’s 
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credit balance in current accounts rapidly dwindled, and, with the 
advent of the Sinoot-IIawley Tariff Act in 1930 lending additional 
impetus, the credit balance had fallen to less than one quarter of its 
level in the twenties by 1933. 

The behavior of the stock market is worthy of note. From 1923 
stock prices rose virtually without interruption until the memorable 
October of 1929. In that period the index of stock prices rose a 
little less than 180 points, but by far the years of greatest rise were 

1928 and 1929. In the last two years, stock prices rose a little o\ er 
100 points. Profits from stock speculation rose irom an estimated 
5.3 billion dollars in 1928 to 8 billion dollars in 1929. 

The steady rise in stock prices had the* effect of lowering .some¬ 
what the costs of borrowing by business inxestors and must ha\e 
had some stimulating effect on ihe rate of investment during the 
twenties. Much more important was the tremendous rise in .specu¬ 
lative earnings in the latter part of the twenties, which no doubt 
gave a sharp boost to the rate of consumer spending in this period, 
particularly spending on consumer durables. There is also little 
doubt that the stock market crash of late 1929 was instrumental in 
speeding up the rate of decline in output (which had already set 
in) in 1930, because of its tremendous psychological repercussions. 
Above all, the swirling movement in .stock prices, together witli the 
tremendous \olume of new securitv issues which marked 1928 and 

1929 (9.4 billion dollars of new issues were floated in 1929 alone), 
must be taken as symbolic of a tremendous wave of overoptimism in 
('xpectations. These overly optimistic expectations, in turn, had the 
effect of raising the marginal efficiency of capital to levels which 
were doomed to disappointment. Once the “error of optimism'’ was 
realized the marginal efficiency of capital plunged to the depths un¬ 
der pressure from a reigning “error of pessimism.” As we have 
noted at length earlier, the excessive optimism of booms almost in¬ 
variably gives way to excessive pessimism during deep depressions. 

The role of money was, on the whole, a minor one during the 
twenties. The behavior of money is shown in Table 15. A glance 
at the movement of prices during the twenties shows them to have 
been remarkably stable for a period like the one we are examining. 
The growth in the money supply, together with the rise in income 
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velocity, would seem to indicate that MV^ (where stands for in¬ 
come velocity) grew more or less in response to the rise in gross na¬ 
tional product through the decade. Tlie sagging tendency of prices 
in the second half of the decade indicates that these monetary fac¬ 
tors rose less than proportionately to the rise in income. One thing 
that Table 15 conceals is the terrific rise in the financial circulation 
of money that occurred during the period of stock speculation in 
the late twenties. Balances must have been withdrawn from idle 
sources and from the income circuit to finance the wa\'e of specula¬ 
tion in the stock market. This fact partly e.xplains the rather large 
rise in income velocity that occurred between 1927 and 1929. In 
addition, the great rise in call loans in this period indicates that 
large portions of the increase in M that did lake place were diverted 
into the financial circuit. As a result, there was a sagging tendency 
of commodity prices existing alongside the runaway price rise in the 
equity markets. 

Federal Reserve policy, though vacillating at times, was mostly 
of the easy-money variety after 1923 and until 1928, when the mone¬ 
tary authorities became frightened by the stock market boom that 
began in the latter year. As a matter of fact, the remarkable stabil¬ 
ity displayed by commodity prices in the twenties may be said to 
be, in large measure, the product of conscious policy by the Federal 
Reserve authorities. However, the policy of price stability did not 
prevent the development of a concealed form of inflation in the form 
of corporate net incomes. The reason for the profit inflation, of 
course, was the tremendous advances that were being made in pro¬ 
duction techniques all during the twenties. This technological 
progress served to reduce production costs radically, and, with 
stable prices, an inflation of profits naturally developed. In the end 
corporate profits attained levels unprecedented in the peacetime 
history of the United States up until then. The profit inflation no 
doubt contributed to the high rate of investment during the twenties, 
by assuring excellent rates of return on investment in the twenties 
and, at the same time, providing corporations with (internal) 
sources of investment funds. However, it may well have contrib¬ 
uted to the exaggerated optimism of the twenties and the inflated 
marginal efficiency of capital of which we spoke earlier. 
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THE MINOR CYCLES OF THE TWENTIES 

The Inventory Cycle of 1921-1924 

From the trough reached in September, 1921, the major upswing 
of the twenties began in rather sweeping fashion. Certainly, the 
environmental circumstances set the economy up for a long period 
of cyclical expansion. The anticipated fall in prices in the recession 
of 1921-1922 was sharp and swift; likewise, the fall in wages, 
equally expected, was swift and sure in most industries. Thus w^as 
remox'ed from the scene one of the main dampers f)n production and 
investment, the expectations that prices and wages would fall. 

Moreover, the main bottlenecks of production were removed, 
namely, the shortages of labor and rail transportation. The re¬ 
moval of the rail transport bottleneck is seen in the 32-pouit rise in 
the index of freight carloadings between the period 1921-1923 and 
the peak of 1920. Employment fell rather sharply in the preceding 
downswing, particularly factory employment, whose index fell 24 
points in the course of tlie recession. At the same time, there were 
important increases in productivity, a factor which, no doubt, also 
made the expansion of production much easier. The ad\’ances in 
productivity arc made clear by the fact that the indexes of indus¬ 
trial production advanced rapidly up to and beyond their prereces¬ 
sion peaks, while employment never did recover to its immediate 
postwar peaks. 

The money situation was also apparently eased somewhat dur¬ 
ing the postwar recession. However, the Federal Reserve System 
had very little to do with this. The best the System could succeed in 
doing was to lower rediscount rates about 1 per cent on the average 
around the country. The Reserve Banks did buy some government 
securities in the first part of 1922, but reversed this policy there¬ 
after. On the whole, Reserve Bank policy had a slight deflationary 
bias. 

To the extent that the credit situation was eased, this seems to 
have resulted primarily from gold inflows and a drain of cash out of 
circulation into the banks. Gold inflows were large in 1921 and 
though they fell appreciably in 1922 and 1923, they still added over 
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0.5 billion dollars to bank reserves in the latter two years. Their 
principal effect was to permit the banks to reduce considerably their 
indebtedness to the Reserve Banks. The return of cash from circula¬ 
tion also helped toward this end a bit. 

More significantly, perhaps, the drain of cash from circulation 
signified a diminution in the need for transactions cash balances. 
This, after all, was not unexpected, considering the 16.7 billion dollar 
drop in gross national product and the great drop in prices. The 
reduced need for transactions cash is also evidenced by the decline 
in income velocity of money shown in Table 15. From our analy¬ 
sis of interest theory, we should expect the release of cash to idle 
balances to result in a fall in interest ratts, just as the rise in velocity 
(decline in idle balances) had induced a rise in interest rates earlier. 
Interest rates on customer loans fell approximately 1.5 per cent, and 
those on prime commercial paper fell as much as 3.75 per cent. 
Following suit, the yields on long-term securities also fell somewhat. 
Lest any misappreheusions be made about the relative importance 
to be assigned to the role of interest rates, we caution the reader 
that most of the signs of and movements toward reco\ ery had al¬ 
ready revealed themselves by the time the interest rate structure 
had fallen enough to affect decisions significantly. If the decline in 
borrowing costs had any effect at all, it was probably that of giving 
added force to an upswing already under way. However, the gen¬ 
eral increase in liquidity alone may be expected to have gi\ en some 
impetus to investment spending. 

As far as consumption is concerned, this variable seems to have 
played a rather passive role at best. We say this because there is 
every reason to believe that the propensity to consume had proba¬ 
bly shifted upward in position in the immediate postwar period, 
consequent upon the great amounts of deferred consumer demand 
and liquid assets, both the product of the war. Since consumption 
Heclined during the postwar recession, we may attribute this mainly 
to the decline in national income. However, as is ordinarily the 
case when national income falls cyclically, the average propensity 
to consume rose in 1921, a factor which may account for a rapid 
fise in inventory investment in 1922 and 1923. 

Without question, however, the real impetus to the major up- 
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swing that began in late 1921 was due to the tremendous expansion 
in the rate of autonomous investment. Leading the pack, as Table 
14 indicates, was the construction industry, particularly residential 
construction, which rose 1.3 billion dollars between 1922 and 1923 
after rising almost 0.75 billion dollars in the year previous. But it 
will be noticed that it did not take long for business construction 
and durable goods production to take up the tune. Most of the im¬ 
petus for the latter came from the automobile and related industries, 
as is indicated by the fact that automobile and petroleum produc¬ 
tion rose some 46 and 22 per cent respecti\'ely between 1920 and 
1923 as compared with a 14 per cent rise for the manufacturing in¬ 
dustry as a whole in the same period. Lending impetus to the in¬ 
vestment boom also was the great amount of accumulated deprecia¬ 
tion of plant and equipment carried over from the war. 

We should not leave out the high level export trade that pre¬ 
vailed in 1922, either. Even though the level of export trade in 
the current account had shrunk 0.7 billion dollars below its level of 
1921, it was still a sizeable sum. The figure in 1922 stood at 3.8 
billion dollars. While seemingly small, this sum takes on add(»d im¬ 
portance when compared, for example, with the small figure for in¬ 
ventory investment. Most of the demand for American exports was 
for manufactures, agricultural exports having declined to negligible 
proportions. 

The Interruption of the Upswing by an Inventory Recession, 

May, 1923-July, 1924 

In May of 1923 the major upswing that began in late 1921 was 
interrupted by a slight recession that was concentrated primarily in 
inventory investment, as may be seen in Table 14. Of the approxi¬ 
mate 3 billion dollars decline in gross capital formation that took 
place in 1924 below that of 1923, all but 0.3 billion dollars took the 
form of a precipitous drop in inventory accumulation. 

One reason for this might well have been the sharp rise in in¬ 
ventory accumulation that occurred in the course of the upswing 
since 1921. It is unlikely that businessmen had forgotten the deba¬ 
cle of 1921-1922, when they had been caught with greatly excessive 
stocks. Recollection of this could easily have induced them to un- 
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dergo a period of inventory liquidation. We could be more certain 
of this hypothesis if we had some way of knowing to what extent 
the high rate of inventory investment in 1923 was voluntary and to 
what involuntary. On the one hand, we are confronted with the 
fact that the average propensity to consume fell in 1923 and, on the 
other, there is tlie fact that (not incompatibly) the rate of growth of 
eonsimiplion continued to rise after the recession had set in. The 
former would lead ns to belitwe perhaps that consumption might 
have be('n insufficient in comparison with the rate of production. 
But the rising rate of growth of consumption partly refutes this. 
No conclusi\e answer to this question is possible with the available 
ev idence. 

A widely held explanation for the recession is the actions of the 
Federal lU‘serve System in February, 1923. At this time the Fed¬ 
eral Reserve authorities, fearing an inflationary rise in prices, raised 
the rediscount rate from 4 per cent to 4.5 per cent. More than any¬ 
thing else this rise in the rediscount rate acted as a storm warning, 
giving notice that the Reserve System intended to take deflationary 
action. The Federal Reserve Board also issued statements warning 
of a possible runaway boom. Such actions were certainly not cal¬ 
culated to stimulate confidence and optimism on the part of busi¬ 
nessmen, particularly when the experiences of the last deflation were 
still fresh in everyone's mind. 

Nor did the monetary authorities see fit to stop at the above ac¬ 
tions. A policy of open-market selling operations was embarked 
upon. By May of 1923 448 million dollars of govwnment securities 
had been sold, and by August the System’s holdings of governments 
had been reduced another 100 million dollars. As a result, bank 
borrowings from the Reserve banks rose sharply, and the banks, ac¬ 
cordingly, raised interest rates from 0.5 per cent to 1 per cent on all 
types of loans. If w(' employ Mr. Hawtrey’s analysis, we might say 
that the rise in short-term interest rates was of great significance to 
wholesalers and caused them to reduce stocks. However, while 
plausible, this explanation leaves the present writer unconvinced. 
More plausible are the remarks made above concerning the effects 
on expectations that the restrictive credit operations of the Federal 
Reserve authorities were designed to have. 
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Another possible explanation that has been suggested is that the 
^ifable goods industries, consumer and capital alike, may have been 
expanding a bit too rapidly for the rate of growth of aggregate de¬ 
mand, leading to a contraction of the type envisaged in the accelera¬ 
tion principle. Thus the Federal Reserve System’s index ot durable 
manufactures shows that the production of durable goods almost 
doubled between 1921 and 1923, the index rising from 53 in 1921 
to 103 in 1923. In rather sharp contrast, the index of production of 
nondurable manufactures rose, in the same period, from 57 to 72, a 
rise of only 15 points as compared with the 50-point increase of 
durable manufactures. A breakdown of output of finished and un¬ 
finished commodities also reveals some of the same sort of evi¬ 
dence.'* The output of nondurable consumer goods certainly ex¬ 
hibited none of the growth displayed by durable consumer goods 
production. The same was true of the output of many nondurable 
intennediate products as compared with durable intermediate goods 
and durable finished producer goods. Even more significant per¬ 
haps was the great slowdown in the rate of growth of all durables 
after 1923. As we have exi^hasized many times before, it is the 
rate of growth which turns oot to be the all-important variable in 
an analysis of the possibility of overexpansion in certain areas of in¬ 
dustry, or stages of production, relative to others. The slowdown 
in the rate of expansion in the production of so many durable goods 
would indicate that by 1923 the largest purchasers of producer and 
consumer durables were ready to cut down. The slowdown might 
thus account, at least in part, for some of the cutback in the produc¬ 
tion of producer durables. 

The one difficulty with the above explanation of the slight down¬ 
turn of 1923-1924 is that the differences in the growth of produc¬ 
tion between durable and nondurable manufactures existed during 
most of the twenties, although the disparities were never as great 
again as they were in the first two years of the major upswing of the 
twenties. While the great drop in the rate of growth of production 
of many durables may partly account for the minor recession of 
1923-1924, it obviously was not widespread enough to cause a major 

See S. Kuznets, Commodity Flow and Capital Formation, Vol. 1 (New 
York, National Bureau of Economic Research, 1938), pp. 80-96 and 104-115. 
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collapse, and the continued shaqi expansion in certain lines of in¬ 
vestment, such as residential construction and radios and refrigera¬ 
tors in the consumer durables category, assured the continuance of 
the major upswing. 

The Resumption of the Major Upstving and the Minor Recession 
of 1927 

Swept on by the construction boom, the major upswing resumed 
]ts expansion as the minor recession ended in the summer (July) of 
1924. TJie recession had been short and almost unnoticeable 
throughout most of the community. Gross national product had ac- 
iiially risen during the recession. The index of industrial produc¬ 
tion had fallen only 6 points during the recession, and the index of 
jionagricultural employment only 1.2 points. Illustrating the great 
stability of consumption, department store sales remained practi¬ 
cally stable through most of the recession. Prices, too, remained 
stable during the recession. 

The greatest impetus to the renewal of the upswing came, as 
liad been the case from the start, from construction activity. Not 
only did total prisate construction activity rise, but close examina¬ 
tion of the figures shows that tlie rate of growth in 1925 had risen 
al)ove that of the previous vear. The rise in construction activity 
was fairly evenly divided between residential and business construc¬ 
tion. But note .should also be taken of the rise in the rate of public 
construction activity, whose increment was 60 per cent the size of 
tlie increment in each of the categories of private construction. 

The upswing was given further support by a rise of 0.4 billion 
dollars in the level of export trade balance over that of the previous 
vear, which was as great as the rise in either of the components of 
private constniction. Much of this was financed by a rise in foreign 
unestment, the importance of which we have noted in an earlier 
'section of this chapter. 

As usual, too, certain industries continued to lead the way. No¬ 
table among these were the radio industry, which was beginning to 
('ome into its own in this period, and the rubber tire and petroleum 
aidustries, the latter rising in a continued response to the rising use 
t>f the automobile. 
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Lending great assistance in the manner of a lubricant was the 
iMk^i^-money policy embarked upon by the Federal Reserve System, 
beginning in the very late I all of 1923. Between that time and the 
last months of 1924, the System purchased 0.5 billion dollars worth 
of government securities. At the same time there was an inflow of 
gold amounting to 0.6 billion dollars. As a result of these combined 
events, member banks were given the opportunity to reduce their 
debt to the Federal Reserve Banks and even build up their reserves 
somewhat. While the latter was not too important, the reduction in 
indebtedness was soon reflected in a fall in inte*rest rates of 1 per 
cent to 2 per cent on various types of loans and a rise in loans and 
inve.stments amounting to some 4 billion dollars in the tw^o-year pe¬ 
riod between the end of the years 1924 and 1926. 

Beginning in October, 1926, however, the major expansion was 
interrupted by another minor recession, one so mild that it does not 
even show in many time series. This recession is actually more 
important for showing up certain weaknesses in the economic struc- 
ture than for anything else. The most important event witnessed 
in this period was the slackening in the rate of residential construc¬ 
tion activity. The crest in this channel of investment was reached 
in 1925 and thereafter began a decline which gradually gained 
momentum, as may be seen in Table 14. That residential construc¬ 
tion had “gone over the top” was clearly emphasized by the decline 
in the index of rents, which began in 1925 and, even more signifi¬ 
cantly, by the growing number of housing vacancies that began to 
appear in 1925 and later years. 

Although the decline in residential construction was rather se¬ 
vere in 1926, it was'offset to a considerable extent by the continued 
rise in business construction. Nevertheless, the aggregate of pri¬ 
vate construction activity fell slightly in 1926. But because this de¬ 
cline in the latter was very small, perhaps more emphasis should be 
placed on the fall in the rate of growth of private construction ac¬ 
tivity, for it is evident that it was important enough to leave many 
of the industries which supplied the construction industry in a some¬ 
what overexpanded state. Examination of the volume of production 
in many of the building supply industries shows the effects of the 
slackening growth rate in 1926 and 1927. Although the aggregate 
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decline was small, it boded ill for the future. It meant that the 
economy was gradually losing one of the fundamental forces which 
had been maintaining the major upswing in the face of occasional 
deflationary influences. 

Another factor which is usually cited in connection with the 
slight break in the upswing in 1927 is the shutdown in the Ford 
motor works, to permit the retooling processes necessary for the 
switch from the Model T to the Model A. Mostly as a result of this 
shutdown, the volume of motor vehicle production fell by almost a 
million cars. It is clear that the fall in the \'olume of car production 
cannot be laid entirely at the feet of the Ford Company, however. 
For the rate of increase in car production by the middle of this dec¬ 
ade was considerably less than it had been in the first years of this 
period. While the volume of car production was yet to make a 
final great spurt in 1929, it is evident that this industry was gradually 
reaching maturity. And it is this latter fact that is of the utmost 
significance, since, we have seen, this industry perhaps more than 
any other (except residential construction) literally underwrote the 
prosperity of the twenties. 

It is evident from a number of sources that the recession was 
minor and, even more important, was thought to be minor, that is, 
the marginal efficiency of capital remained high. One of these was 
the firmness shown by business construction, which continued to 
rise. The 255 million dollar decline in producer durables may be at¬ 
tributed to a decline in induced investment. The fact that the 
production of capital equipment was maintained at such a high rate, 
along with the actual rise in business construction, points to the un¬ 
diminished force of autonomous business investment at this stage 
of the major upswing. 

Another, most important, indication that the recession was minor 
is seen in the fact that the great bulk of the 829 million dollar net 
decline in gross investment was concentrated in the fall in the rate 
of inventory investment, as was the case in the minor recession of 
1923-1924. Because the decline in inventory investment was such 
an important part of the decline in gross investment, an explanation 
of its origins could provide an important clue as to the sources of 
Ifie entire recession. 
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It is difficult to put ones finger on the exact origin of the decline 
lb this form of investment. Part of the ansAver may lie in the high 
rate of accumulation that went on in the two years prior to 1927; 
the memories of the 1921 fiasco may still have been strong enough 
to create a reluctance in the minds of businessmen to hold large 
stocks. Assigning this reason as the decisive factor in the fall of in¬ 
ventory investment, however, smacks a bit too much of working a 
good thing into the ground. 

Another possible explanation of the behavior ol inventory in¬ 
vestment may be an iinderconsiimptionist explanation. Table 16 
shows a terrific decline in the rate of growth of consumption to ha\e 
occurred in 1927, one of 11 per cent. The 8 per cent decline in tin* 
rate of growth of national income may seem to explain the tall in the 
rate of growth in consumption. But the stability of the average 
propensity to consume in the face of the absolute decline in gross 
national product would seem to indicate that the consumption func¬ 
tion also fell somewhat. We cannot be certain of this, however, be¬ 
cause of the crudity of our treatment of the raw data. 

It might seem that the comparative smallness of the decline in 
gross national product would argue against an underconsumption- 
ist hypothesis of the type just discussed, because the multiplier ef¬ 
fects of a decline of investment in residential construction and the 
d(*cline of the consumption function would be expected to produce 
a larger decline in national income than actually occurred. This 
need not necessarily be so, however. The effects on capital forma¬ 
tion of autonomous factors, together with the multiplier effects of 
the latter, could well have offset the declines in residential invest¬ 
ment and the consumption function. And there is strong reason to 
believe that this was the case. In the private sector, the importance 
of autonomous influences on investment is seen in the continued rise 
in business construction and the tiny reduction in the fl(3w of pro¬ 
ducer durables, both in the face of a declining national income. 
Furthermore, there was a rise in investment in public construction 
in 1927, which amounted to 316 million dollars, a figure which offset 
almost 65 per cent of the fall in investment in residential construc¬ 
tion and producer durables. 

We thus have two broad possible explanations of the minor re- 
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cession of 1926-1927, explanations which may be considered as 
plementary or alternative to each other. One is that the recession 
originated in the slackening in that sphere of autonomous invest¬ 
ment we call residential construction (perhaps abetted by the Ford 
shutdown). The other is an underconsumptionist explanation, tak¬ 
ing the form either of an acceleration effect, because of the sharp 
decline in the rate of growth of consumption, and/or a downward 
shift in the consumption function. Because the decline in gross 
investment was concentrated in a fall in the rate of inventory in- 
\estment, which may be taken as primarily an induced form of 
investment, we are inclined to emphasize the underconsumptionist 
approach. Although the importance of the decline in residential con¬ 
struction was of extreme importance, its significance, in the opinion 
of the present writer, is primarily that of indicating the development 
of a new trend in a very important segment of autonomous invest¬ 
ment, one whose ultimate consequences could be dire, indeed. Of 
course, this turned out to be precisely the case in 1929, by which 
time the contraction in residential construction had assumed very 
large proportions. 

The End of the Retession, December, 1927 and the Renewal of the 
Major Upswing until June, 1929 

No stronger indication exists that the marginal efficiency of capi¬ 
tal had remained high right through the minor recession than the 
movements in the stock market. With the exception of the first few 
months, stock prices actually rose during most of the recession. 
Nor is it wise to attribute the rise solely to speculative activities. 
For one thing, the rise in stock prices really did not assum(‘ specula¬ 
tive proportions until 1929. Most of the rise in stock prices after 
1925 may be attributed to the rise in both corporate profits and 
dividends. Corporate net incomes in manufacturing industries in¬ 
creased at an annual rate of 5.3 per cent in the period 1922-1929. 
In the face of a strong and rising average rate of consumer spend¬ 
ing (during this period as a whole), either slightly advancing or 
stable prices, and a tremendous advance in production techniques 
which resulted in all sorts of cost reductions, corporate profits rose 
gradually to levels unsurpassed in peacetime history. Dividends 
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IfW io higher and higher levels. Stock prices undoubtedly reflected 
IliHMttcts. With the wave of optimism which was sweeping the 
'ioaiHiy, it was not unnatural that the community should look tor 
still greater profits and dividends and that stock prices should mir¬ 
ror its expectations. The figures indicate that, until 1929, these ex¬ 
pectations were quite correct. 

As evidence that the optimism was shared by that wry impor¬ 
tant segment of the population, the businessman, we may look at 
the investment activities of corporations. After 1926 the volume of 
.stock issues bounded forward, rising over 0.5 billion dollars in 1927 
and increasing another 2.4 billion dollars in 1928. Furthermore, al¬ 
though the absolute volume of dividends increased in these years, 
reflecting the rise in corporation earnings, ilic percentage of profits 
distributed as dividends declined (almost 10 per cent between 1923 
and 1929.^^ Business enterprise apparently was hungry for inve.st- 
nient funds. The increasing reinvestment of ('arnings and resort to 
the capital market for additional investment funds is certainly indic¬ 
ative of a very high marginal efficiency of capital, both in the early 
and latter portions of the twenties. 

The Federal Reserve System did its bit to facilitate the resump¬ 
tion of the major upswing of the twenties. Starting in March, 1927, 
the System embarked upon a counter-cyclical opcai-market pur¬ 
chases program. By the end of the year the Federal Reserve Banks 
had added some 300 million dollars of government securities to their 
portfolios.*'^ Member banks’ reserves grew somewhat, despite a 
small outflow of gold, and interest rates fell a trifle. Bank loans and 
investments expanded, and the vast bulk of the new loans went into 
the financial circuit. There is little doubt that an open-market 
policy designed to ease the pressure (m the income circuit, suc¬ 
ceeded in giving a great stimulus to the securities markets. How- 

This decline in the percentage of profits distributed in the form of 
dividciid.s is indicate e of anotlier very significant de\elopinent during the 
twenties, namely, an increasing tendency to rely on reinvested earnings for 
investment funds. The importance of this development will be brought out 
presently. 

Tlie open-market purchases were also designed to facilitate short-term 
capital movements abroad from the United States. The recession had caused a 
decline in our imports, creating a shortage of American foreign exchange in 
European countries. 
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ever, the easy-money situation assured an elastic money supply for 
the income circuit as well, and certainly this is the appropriate 
policy for the monetary authorities to pursue in times of recession, 
even if the recession is minor. 

Other factors contributed their bit to the renewal of the upswing. 
Among these was a sharp rise in tlie Icwel of merchandise foreign 
export trade, which rose over 300 million dollars in the two-year 
period Ijetween the end of 1926 and the end of 1928. A slight rise in 
aggregate (public and private) building activity in 1927, mainly as a 
result of a rise in public construction, undoubtedly gave some stimu¬ 
lus where, in view of the high marginal efficiency of capital, very 
little was needed. And, of course, there were the consumer durables, 
primarily radios, refrigerators and automobiles. Following the re¬ 
tooling of the Ford Company, automobile production rose again, 
rising gradually in 1928 and then bursting forth with a volume of 
production in 1929 which surpassed anything prior to that year, 
and which was not to be approached again for over a decade. In 
addition, the radio industry reached the zenith of its dexelopinent 
in the two-year pt*riod 1928 and 1929. 

Aside from the stock market, the resumption of the upswing was 
certainly not marked by any excesses. Industrial production rose 
15 per cent. All forms of private investment but n^sidential con¬ 
struction showed strength, particularly investment in producer dur¬ 
ables and inventories. Factory employment rose 6.4 per cent while 
factory payrolls rose 8.6 per cent. These figures indicate that while 
wages rose somewhat, the rises were small and were nothing to be¬ 
come concerned about, lor the technological advances being made 
were practically certain to offset them to a considerable extent by 
raising productivity. 

Commodity prices not only did not rise in this period but ac¬ 
tually fell slightly. This might seem odd in view of the rise in the 
money supply and income velocity. However, the rise in money 
supply was not excessive, being considerably less than the increase 
in the money supply during any other period of renewed upswing 
in the twenties.^’’ Moreover, a good part of the expanded money 

^®The rise in the money supply was undoubtedly part of the secular 
growth demanded by the expanding economy. It is interesting to note that 
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supply found its way into the financial circuit during 1928. The 
rise in income velocity was undoubtedly due to a drain of idle trans¬ 
actions and cash balances into the financial circuit and to the rise in 
the volume of income transactions accompanying the tremendous 
rise in gross national product that took place in 1928 and 1929. 

The decline in hoarded balances did exert some upward pres¬ 
sure on the structure of interest rates. Short-term rates on all cate¬ 
gories of loans rose 1.5 per cent to 2 per cent between January, 

1928 and June, 1929, the date when the major upswing broke. 
However, the rise in short rates was hardly reflected in the rise in 
long-term interest rates. Top-grade (private) yields rose from an 
average of 4.57 per cent in 1927 to 4.58 in 1928, while second-grade 
bonds found their yields rising from an average of 5.48 per cent to 
5.50 per cent in the same period. During the critical months of 

1929 the former managed to rise only to 4.8 per cent and the latter 
to a little over 6 per cent. In the light of the extremely high mar¬ 
ginal efficiency of capital that prevailed during this last phase of the 
major expansion, it should be clear that these very small increases 
in long-term interest rates can have exerted very little, if any, effect 
on investment decisions. The same is true of the rise in short-term 
rates, whose influence was still further reduced by the change in 
corporate financing methods, whereby business enterprise looked 
increasingly to reinvested earnings for working capital. 

The reader should note carefully the general characteristics of 
the time series discussed in the preceding paragraphs. The be¬ 
havior of wages, prices, and interest rates will become important in 
evaluating the essential nature of the collapse in 1929, that is, 
whether it was in the nature of an overinvestment or underconsump¬ 
tion crisis. 

The End of the Major Upswing 

June, 1929, marks the peak, generally speaking, of the major up¬ 
swing of the twenties. While not all time series turned downward 

secular growth in the money supply comes in spurts wliich reflect each renewal 
of the major upswing. The minor recessions apparently do not cancel out the 
increases of previous years; it takes a contraction of the magnitude of that of 
1920-1921 and, even more so, of 1929-1933, to bring about a sharp reduction 
in the total supply of money. 
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in this month (some turned down a few months earlier, others a 
lew months later), the most important of them did, viz., the Fed¬ 
eral Reserve Board s index of industrial production. Employment 
lagged a bit and did not begin to decline till October. Moreover, 
it is evident in most series that the collapse gained momentum as 
it proceeded, the rates of decline in 1931 being, for most series, 
greater than the)' were in 1930. The one index which fell fairly 
e\'enly was the aggregate production index, apparently because it 
lei I so sharply in the first place. Within six months it had fallen 22 
points below its peak; in 1930 it fell another 18 per cent and by the 
.summer of 1932 dropped another 26 per cent. From its peak of 125 
in 1929 the index of total industrial production fell to a low of 58 in 
1932, a decline of 67 per cent. Factory emplo)nnent fell over 38 per 
cent between 1929 and 1932. Department store sales dropped 41 
per cent in the same period; the cost of living fell 31 per cent. 

The magnitude of the monetary contraction is seen in Table 15. 
The money supply fell 6.5 billion dollars. Where total deposits ex¬ 
panded some 17 billion dollars between 1922 and 1929, they con¬ 
tracted some 16 billion dollars in the fcnir year period 1929-1933. 
The awful rush into liquidity is partly indicated by the 35 per cent 
drop in the income %'clocity of money that occurred between 1929 
and 1932. These figures do not show the other markings of the mad 
rush into liquidity revealed by the wild collapse of security prices, 
as people and institutions strove to get out of long-term private se¬ 
curities into cash and the less risky government securities, particu¬ 
larly in 1932 and the first months of 1933. 

The principals in the collapse of the “new era” may be seen in 
Table 14. As with all other major cyclical contractions, gross invest¬ 
ment led the way, while consumption acted as a stabilizing force. 
Whereas gross investment fell some 80 per cent, the fall in consump¬ 
tion was held to 42 per cent. This accords with our knowledge that 
capital goods industries fluctuate much more widely than consumer 
goods industries, for reasons we have discussed at various points in 
this volume. Illustrating the same point, the production index of 
durable manufactures fell 91 points between 1929 and 1932, com¬ 
pared to a 20-poiiit drop in the production index of nondurables. 
This tremendous drop in the index of durable manufactures, which 
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includes consumer durables, gives some indication of the contribu¬ 
tion to a nation’s economic instability that consumer durables make. 
The comparative stability of consumption, of course, represents a 
rise in the average propensity to consume (along a short run con¬ 
sumption function) from 78 per cent in 1929 to 93 per cent in 1932, 
the rise, in turn, being the product of the community's eflorts to re¬ 
sist a fall in living standards by digging into past savings and 
borrowing. 

There is little point in trying to distinguish induced from au¬ 
tonomous investment during the period of contraction, for both types 
of investment went into a headlong decline, and as the contraction 
proceeded, it is apparent that each managed to drag down the other. 
Yet close examination of Table 14 indicates that the percentage de¬ 
cline in producer durables output between 1929 and 1933 was 71 
per cent, while that of private construction was 85 per cent. Table 
16 in the next chapter also reveals that it was residential and build¬ 
ing construction which rose least during the anemic upswing of 
1933-1937. On this account, we may conclude that the fall and 
later lack of private construction activity lies at the heart of the 
cyclical events of the decade embracing 1929 and the following nine 
years, just as the high rate of construction was fundamental to the 
upswing of the twenties. 

The Crisis: Underconsumption or Overinvestment? 

In the previous chapter the author’s opinion as to the nature of 
the breakdown in 1929 was indicated. In the present section, we 
shall offer evidence in support of that opinion on the one hand, and, 
on the other, offer evidence in opposition to the belief of some writ¬ 
ers that the crisis was due to overinvestment or undersaving (capi¬ 
tal shortage). 

The theory of the crisis of 1929 which we have espoused 
might be called an underconsumption-underinvestment explanation. 
There is strong evidence that there was a decline in the consumption 
function (or else a sharp fall in the marginal propensity to con¬ 
sume) in 1929. At the same time, there was a sharp contraction in 
autonomous investment. Tlius, where in previous (minor) reces¬ 
sion^ of the twenties, apparent declines in the rate of consumption 
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were strongly ofFset by the continued surge in autonomous invest¬ 
ment in construction and in consumer durables, including the auto¬ 
mobile, this driving force of the twenties’ prosperity failed to per¬ 
form the same role in 1929. The result was a combined fall in the 
marginal and/or average propensity to consume and the investment 
schedule. After 1929, we had the vicious circle of contraction, the 
decline in consumption leading to a decline in induced investment, 
the latter, in turn, leading to further reduced incomes and consump¬ 
tion, and so on. It is not difficult, either, to believe that the crushing 
blow received by the marginal efficiency of capital during this dis- 
asterous downswing undoubtedly led to the postj)onement of at 
least some investment that we would normally refer to as autono¬ 
mous. 

The case for an underconsumption-underinvestment theory of 
the 1929 crisis seems to the present writer almost incontrovertible. 
Even though gross national product maintained a constant rate of 
growth in 1929, the rate of growth of consumption fell, according 
to our figures, 3 per cent. This in itself would indicate that cither 
the consumption function had fallen or else there was a sharp drop 
in the marginal and average propensities to consume along a given 
consumption function (it is statistically impossible to tell which was 
the case). In addition, we have corroborative e\'idence oflered in 
the form of a 2 per cent decline in the average propensity to con¬ 
sume below that which our figures give for 1928. (Since a decline 
in the average propensity to consume may be the product either of a 
downward shift in the position of the consumption function, or alter¬ 
natively, a movement to the right along a stable function which 
intersects the vertical axis of a propcnsity-to-cousume diagram 
above zero, again it is impossible to detennine whether or not the 
consumption function had actually declined in position.) None¬ 
theless all the evidence points to a declining rate of growth of con¬ 
sumption (in the face of a rising income) and a fall in the average 
propensity to consume, both indications of a failure of consumption 
to keep up with the rising income in the critical year of 1929.'® 

Mr. T. Wilson, who reaches much the same conclusions regarding the 
origins of the collapse in 1929, points out that the decline in the rate of growth 
in consumption in 1929 could have been tlie result of the appearance of bottle- 
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It is tnie that something similar had happened in the minor re¬ 
cessions of 1924 and 1927. In both these years the rate of growth 
of consumption declined, and even more sharply than seems to have 
been the case in 1929. However, in the first of these minor recession 
years, the gross national product had risen but a tiny fraction above 
its level of the previous year, and this sharp decline in the rate 
growth of income could account for the fall in the rate of growth 
of consumption. In similar fashion, the fall in the* absolute level of 
income in 1927 explains much of the fall in the rate of growth of 
consumption in that year. In both these years, moreover, the 
average propensity to consume was higher than it had been in the 
immediately preceding years. Only in 1929 do wc get the combina¬ 
tion of a fall in the rate of growth of consumption in the face of a 
rising income and a decline in the average propensity to consume*. 
Thus we can say, at least, that in 1929 the behavior of consumption 
seems to have been largely independent of the movements of na¬ 
tional income. This would tentatively indicate either a decline in 
the position of the consumption function, or a fall in the marginal 
propensity to consume and/or a fall in the average propensity 
along a stable consumption function. 

On the foregoing grounds it might perhaps be sufficient to 
ascribe the downturn to underconsumption alone. However, our 
data are crude, and on these grounds there is room for doubt. 
Moreover, we have examined only a limited number of variables, a 
factor which might raise further elements of doubt. Suppose, 
therefore, for the sake of argument, we assume that the deflationary 


neck.s in the consumer goods industries, which prevented them from expanding 
at a fast enough rate. However, as Wilson notes, all the evidence points to a 
plentiful labor supply, and other resources. In the first place, the Federal 
Re.serve Board's industrial production index rose 11 points hetween 1928 and 
1929, a rise 3 points greater than occurred after the recession of 1924. More¬ 
over, the index of durable manufactures (which would include consumer 
durables) ro.se by 15 points in 1929, compared to a lO-poiiit increase in 1928; 
the index of nondurables (which would include consumer goods as well as 
capital goods in the lower stages of production) also rose by 6 points more in 
1929 than it had in 1928. Furthermore, there is the fact that the consumer 
price index actually fell, and wage rates rose only a veiy small amount. All 
this evidence add.s up pointedly to a very elastic supply of factors and pro¬ 
duction. See Wilson, Fluctuations in Income and Employment (New York, 
Pitman Publishing Coiporation, 1948), pp. 155-156. 
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pressure imposed on the economy by the decline in the rate of 
growth of consumption was no greater in 1929 than it had been, 
say, in 1927, when the fall in the rate of growth of consumption was 
much greater. Why didn’t the downswing of 1929 remain within 
the limits of a minor recession as had its predecessor of 1927? 

The answer to the question just asked should by now be clear. 
Whatever deflationary pressure on induced investment was created 
by the fall in the rate of growth of consumption in 1927 was more 
than offset by the stimulus .still provided by the high rate of invest¬ 
ment from autonomous sources, including residential construction, 
certain public utilities (and, we should not forget, a high rate of 
public constniction), and outlets provided by technological ad¬ 
vances in the form of new' products and methods of production. In 
1929, however, there was a major collapse in residential construc¬ 
tion, as is evident from the figures in Table 14. The rate of decline 
in this major investment outlet had slowed down somewhat after 
its sudden downturn in 1925; but in 1929 tlie rate of decline abruptly 
increased again, and residential construction fell almost 1.25 billion 
dollars, in contrast to a decline of less than 300 million dollars the 
year before. 

In addition to residential construction, we have cited the auto¬ 
mobile industry as the one whose expansion, along with that of its 
related industries like petroleum and rublier tires, perliaps more 
than any other (aside from residential constniction) provided the 
chief sources of autcniomous investinenl outlets. Yet, as Professor 
Schumpeter has noted,-’ there was increasing evidence in the late 
twenties that in\'estinent in this industry was more and more falling 
into the category of induced investment and less and less into that 
of autonomous investment. 

The outstanding example of this was the aforementioned shut¬ 
down of the Ford Company to produce the low-priced Model A. 
Here was a car which was designed to appeal to inc'ome strata for 
the bulk of whom the automobile had been out of reach. It was 
an indication that the automobile market was slowly approaching 
the saturation point. There were also many changes in organization 
and financing methods in the automobile industry, which were, in 
Business Cycles, Vol. II, p. 774. 
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part, the result of increasing competition in a market that was 
rapidly being filh'd up. Not only were there low-priced models 
coming out, but the prices of the older ones felt the pressure of the 
same incrc'asing competition. The number of producers in the in¬ 
dustry also declined sharply. 

All these factors are marks of an industry which, temporarily at 
least, has passed the zenith of its expansion. They are the char¬ 
acteristics of an industry which, increasingly, was be'coming de¬ 
pendent f(^r its prosperity on high levels of national income and em¬ 
ployment, instead of being to a large extent responsible for these 
high levels. In the terminology we ha\e used in this book, invest¬ 
ment in the automobile industry had by the end ol the twenties be¬ 
come primarily induced in character, so that in the event the na¬ 
tional income should fall, it would no longer function as it had in 
the past, as a great buoying force acting to contain minor recessions, 
but instead would fall, too. 

On two counts, then, we may inake the assertion that two of 
the chief components of autonomous investment had disappeart'd 
by the time 1929 rolled around. One of these was investment in 
residential construction; the other consisted of the outlets for ii\- 
vestment in the automobile industry. Along with certain other 
components of autonomous investment, mentioned earlier, these 
had been instrumental in offsetting the depressive efiects on the 
economy of declines in the rate of growth of consumption and per¬ 
haps cyclical declines in the marginal and/or average propensities 
to consume. As a result, the previous recessions of the twenties had 
been held within the limits of inventory recessions. But by 1929 
these two chief contributors to the major upswing of the twenties 
had worn out and become incapable of compensating for the drags 
on the economy imposed by a falling rate (and rate of growth) of 
consumption. For this reason, the recession of 1929 developed into 
a major downswing, whose depth of contraction and rate of con¬ 
traction have few, if any, counterparts in business cycle history. 

An overinvestment or undersaving explanation of the down¬ 
swing does not appear capable of being sustained in the light of the 
available evidence. Before we proceed to explore the economic 
data bearing on the subject, let us first recall of what an overinvest- 



BUSINESS CYCLES IN THE TWENTIES 447 

merit theory consists. The crisis, according to the overinvestment 
school, originates in a shortage of capital, of monetary command 
aver the factors of production in the capital goods industries. One 
of the reasons for this is the refusal of the banking system to go on 
expanding credit when the banks reach the limits imposed by legal 
or cuslomary reserve requirements. The second source of capital 
funds, namely, the savings of consumers, also provides nothing; 
rather just the opposite is the case, consumers acting to deplete the 
siijiply of savings as much as possible. The reason is that during 
the course of expansion (lie inflationarv rise in prices, resulting from 
an expansion of bank credit in a period of full cmplovmeiit, forces 
consumers to reduce their living standards in voluntarily; that is, 
the price inflation induces “forced savings.” Howexer, wh(*n con¬ 
sumer incomes finally begin to catch up to prices, people attempt 
to regain their former standards of living. In doing so, thev bid up 
consumer goods prices, which lead to higher factor prices in the 
consumer goods industries. At the same time they deprive the 
capital goods industries of capital funds, causing these industries 
to lose factors to the consumer goods industries. The losses in the 
capital goods industries, however, cause them to close down faster 
than the consumer goods industries can expand, and a cyclical 
breakdown in the income stream ensues. 

Thus the hallmarks of an ov^erinvestment crisis are (1) a jjeriod 
of sharply rising consumer goods prices during the better part of 
the upswing; (2) sharplv rising wages and interest rates about the 
time of the crisis; and (3) a shortage of capital funds to business 
enterprise, either in the form of a virtual cc'ssation of bank loans or 
a sharp drop in the supply of savings out of profits or borrowed 
funds. 

Of these three characteristics of an overinvestment crisis, the 
only one which was even remotely approached was somewhat of a 
stringency of bank credit. However, other forms of capital funds 
seem to have been so readily available that there is serious doubt 
concerning the significance of the slight shortage of bank credit that 
did exist. 

Let us examine each of the requirements of an overinvestment 
crisis in the order given above. If a sharp rise in the prices of con- 
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Sumer goods is necessary to induce “forced savings/' there is cer¬ 
tainly no evidence that such a price rise took place at any time after 
the major upswing got under way at the end of 1921; a glance at the 
eost-of-living index in Table 15 bears this out. In fact, far from 
rising, the index actually began to drift downward after 1926. 
Admittedly, the fact that prices were stable in the face of declining 
production costs means that consumers did not share in the advanc¬ 
ing technology to the extent tliey might have, and it is also true that 
this situation made for higher levels of corporate earnings than had 
ever been attained in peacetime history. But this is of no conse¬ 
quence for an o\erinvestment theory, since in no way can such a 
situation be regarded as leading to a reduction in living standards, 
to a situation that is involving “forced savings.” On the contrary, 
we have seen that per capita real income rose steadily throngliout 
the twenties. 

Although hourly wage rates in manufacturing industries ros(‘ 
somewhat during 1928 and 1929, their rise was far too small to give 
any indication of a competing-away process of productive agents 
from capital goods industries to consumer goods industries. The 
hourly wage index in manufacturing industry rose from 107 in 
1928 to 109.1 in 1929. Wages in certain capital goods industries 
rose a little more than the average, but with profit expectations as 
high as they were in these two years, these could have had little 
damping effect. The buoyancy of profit expectations is revealed, as 
we noted earlier, by the great amount of equity borrowing and re¬ 
investment of earnings carried on by corporate groups in this period. 

Was there a capital sliortage of the magnitude envisioned by 
the overinvestment school? Let us first concern ourselves with the 
supply of savings. Savings, of course, are made available to bor¬ 
rowers in two different, and supplementary, forms, viz., through thc‘ 
purchase of newly issued bonds or equity securities by the public 
and through the reinvestment of profits. Although there was evi¬ 
dently some decline in the volume of new corporate bond issues 
(exclusive of refunding issues), this decline corresponded so closely 
with the prodigious rise in the volume of stock issues as to indicate 
(what is well known) a shift in the methods of financing on the part 
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of coq)oratioiis. The rise in stock prices which took place in 1928 
and 1929 simply made borrowing via equity securities too cheap to 
resist. Furthermore, there is the well-known tendency of inanii- 
facturiug firms, whose incomes follow the business cycle so closely, 
to resort to equity borrowing wherever possible, in order to avoid 
the crushing burden of fixed interest charges during periods of 
c\clical slump. Tliat the decline in corporate bond issu(*s did not 
reflect a long-term capital shortage, is indicated, first, by the ex¬ 
tremely small rises in yields on high quality bonds and the only 
slightly larger rises in yields on lower grade bonds, which we have 
discussed a few pages earlier. The* second indication that there 
was no shortage of long-tenn capital is seen in the immense quantity 
of new issues of stocks that were sold in 1929. Whereas 3 billion 
dollars of equity securities were sold in 1928, 5.9 billion dollars of 
such securities were sold in 1929. And as might be expected, all 
but 0.7 billion dollars of these were sold in the first three quarters 
of the latter year. 

Admittedly, large amounts of these new issues were used to 
facilitate certain financial coups, such as those carried out by the 
holding companies. It is true, also, that a great part of this money 
came from amateur speculators anxious to cash in on the wild spree 
that was taking place on the stock markets. But it seems to the 
pre.sent writer that the purposes and reasons which underlay the 
vast purchases of new securities by the public are less important 
(for our present purposes) than is the fact that these purchases 
-signify that vast amounts of capital were placed at the disposal of 
business enterprise. They are a key clue to the answer to the ques¬ 
tion whether 1928 and 1929, especially the latter, were years of 
capital shortage, of undersaving. 

There are yet other strong indications that these critical years 
were not marked by shortages of long-term investment funds. One 
of these is the extremely high level of profits earned by corporations 
in 1928 and 1929. These profits are important because they pro¬ 
vided a major source of new funds for investment, that of re¬ 
invested earnings. The figure for reinvested corporate earnings in 
1928 was approximately 2.5 billion dollars, and in 1929 the figure 
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was 2.3 billion dollars."" Although there was a slight fall in plowed- 
back profits in 1929 below the level of 1928, this was apparently 
due to a higher rate of growth of dividend payments than of 
profits. Still, the level of reinvested earnings in 1929 was higher 
than it had been since 1925 (aside from 1928). 

As the final reason for doubting the presence of a capital short¬ 
age in the critical period before the crash we have the evidence 
offered by the behavior of consumption. The fact that the rate of 
growth of consumption declined in 1929, ev en wliile the national in¬ 
come was rising, is sufficient indication itself that consumers were 
making no efforts to expand their living standards in an extraordi¬ 
nary fashion. If anything, the evidence indicates that in 1929 their 
ability to adjust to higher incomes had not kept up with the rate of 
increase in their homes. The figures for th(' ratio of consumption 
to income show that in this crucial year th(' rate of savings had 
actually risen above that of the year before. 

All these bits of evidence leave little doubt as regards the answer 
to the question of whether there was a shortage of long-term capital 
in the critical period of late 1928 and at least the first six or eight 
months of 1929. The answer seems to be quite definitely in the 
negative. On the contrary, the evidence appears to point to an 
abundance of long-term capital funds during this period. 

What about short-term capital in the form of bank credit? Here 
there are signs that a certain amount of stringency existed. The 
principal reason for this is the restrictive credit policy that the 
Federal Reserve System had embarked upon, beginning in the first 
month of 1928. By the middle of that year the System’s holdings 
of government securities had been reduced some 400 million dol¬ 
lars and its holdings of acceptances another 100 million. 

In the fall of 1928 these open-market sales ceased and about 300 
million dollars of governments and acceptances were purchased by 
the Reserve Banks. At the same time, the Federal Reserve System 

-- Tlie figures for rriiivcsted eaniings are taken from W. L. Cnim, “Cor¬ 
porate Earnings on Invested Capital,” Readings in the Theory of Income Dis¬ 
tribution (Philadelpliia, The Blakiston Company, 1946), p. 583. First pub¬ 
lished in the Harvard Business Review, XVI (Spring, 1938). Other figures on 
security issues are taken from Annual Reports of the Federal Reserve Board, 
as are most data employed in this chapter, outside of those in the tables. 
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entered into a policy of qualitative controls, attempting through 
moral suasion to induce the banks to call in broker loans and refuse 
to grant new loans of this type. The monetary authorities, by these 
actions, revealed a lear of harmful effects on the economy if a 
tight credit situation were brought to bear on the income circuit, 
but they were naturally cpiite concerned over the headlong specula¬ 
tive .spree into which the stock market was heading. Their objective 
was to prevent u flow of fund.s into the financial circuit, which 
would add fuel to the fire. In pursuing the policy of differentiating 
the use to which loans were put, the Federal Reserve Banks even 
maintained a preferential discount rate on bankers’ acceptances 
right up until the winter of 1929. They winked an eye at the prac¬ 
tice of many banks in writing acceptances and selling them to the 
Reserve Banks at the preferential rate, even when, in effect, these 
actions nullified the restrictive actions of the Reserve authorities. 

What perhaps should have been anticipated, happened. Except 
for a short period at the beginning of 1928, bank credit continued 
to flow into the financial circuit. As stock prices continued to gain 
momentum, the Rcser\e authorities took alarm again and renewed 
the policy of credit restriction in a direct manner through open- 
market sales. Starting in January, 1929, almost 350 million dollars 
of governments and acceptances were sold by the end of May. 
The pressure on bank reserves brought by the \arious restrictive 
credit operations of the Reserve System served, as noted earlier, 
to push up short-term interest rates on all types of loans 1.5 per 
cent to 2 per cent between January, 1928 and June, 1929. 

How much importance can we attach to the rise in interest rates? 
In the present writer s opinion, not much. As a cost of production, 
they are too small a fraction of costs to mean much, especially 
when the marginal efficiency of capital is very high, as it undoubt¬ 
edly was during 1928 and the first five months or so of 1929. The 
extreme optimism of everyone also reduced the importance of a rise 
in interest rates as a psychological factor, a warning on the part of 
the monetary authorities of possible impending disaster. The “new 
era” optimism pervaded the thinking of everyone. It is impossible 
to describe the abiding faith of the average man-on-the-street, in¬ 
cluding the vast majority of businessmen, in the ability of the 
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economy to go on indefinitely in a state of exalted prosperity. Even 
after the downturn had proceeded for some months, the majority 
were convinced that it was nierelv a minor recession and that the 
economy would quickly resume its path of prosperous times. If 
these statements conceniing the psychological impact of highcT 
rediscount rates seem to contradict tlie description of their effect in 
1920, let the reader be reminded of th(‘ \'ast difference in the state 
of prevailing expectations between the two periods. In the earlier 
one, the community fully expected a recession to take place, and 
the rise in rediscount rates meant that the Federal Reserve System 
was going to do its best to bring it about. In 1928 and 1929, how¬ 
ever, the community was just as convinced that a major depression, 
at least, couldnf come about. Therefore, the higher interest rates, 
psychologically speaking, meant nothing. 

But what of the absolute quantity of short-term bank credit? 
Even if higher interest rates, particularly short-term rates, would 
have little effect on the demand for bank funds, a shortage of supply 
could certainly prevent a further expansion of credit and create a 
shortage of capital as envisaged by the overinvestment school. 
Total bank loans did decline some 210 million dollars between the 
end of 1928 and the end of March, 1929. But it is interesting to note 
that this decline is explained .solely by a contraction of brokers’ 
loans of over 600 million dollars, for “other loans” rose more than 
450 million dollars; part of the latter was offset by an 81 million 
dollar decline in investments. Between the end of March and the 
start of the downturn in the month of June, total member bank 
loans rose 0.7 billion dollars; only 164 million dollars of total loans 
were brokers’ loans. These figures compare quite favorably with 
the volume of total member bank loans made in any previous year 
of the twenties for the same period of time, except 1928. At the 
very least, this would indicate that the banks displayed no undue 
reluctance to lend in the critical period prior to the upper turning 
point in June of 1929. It is interesting to note, also, that total 
loans rose another 0.5 billion dollars in the three months following 
June. 

We should also recall the change in financing methods which 
olitpdrations were gradually adopting. The increasing resort to 
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reinvested earnings for investment funds was in part a way of 
gaining a long-sought-for measure of independence from the banks, 
large amounts of plowed-back profits being used as working capital. 
The extent to which business enterprise succeeded in supplying 
itself with its own working capital is indicated, in part, by the in¬ 
creasing tendency of bankers to depart from the old banking-school 
doctrine of keeping assets as much as possible in the form of com¬ 
mercial paper. The appearance of stocks, mortgages, etc., in bank 
portlolios marked a radical departure from commercial banking 
tradition. It is significant for us because it reveals that business 
(Enterprise had succeeded to an important degree in reducing its 
dependence on bank credit for working capital. We may recall, 
ton, that internal sources of such capital were plentiful in the period 
under consideration, because of the extraordinary level of profits 
in 1929 and the preceding year. Thus even if credit conditions 
were a bit tight, as they were (although not nearly as much as many 
exponents of the overinvestment theory would have us believe), 
all things considered, they were not sufficiently tight to ha^^e pre¬ 
cipitated a downturn of the magnitude of that which occurred in 
the summer of 1929. On the basis of all the foregoing arguments, 
including those relating to consumer prices, wages, interest rates, 
.sources of saving, and the volume of bank credit, the present writer 
concludes that an overinvestment explanation of the crisis of 1929 
is neither adequate nor sustainable."’ 
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CHAPTER 13 

BUSINESS CYCLES IN THE UNITED STATES, 
1919-^1949: 

Continued: THE THIRTIES AND FORTIES 


THE THIRTIES 

The Period Up to March, 1933 

In the closing pages of the last chapter we noted the severity 
of the contraction in national income from the middle of 1929 to 
March, 1933. Additional insight into the rigor and harshness of 
the decline may be gleaned from Table 14 in the preceding chapter. 
The series that stand out conspicuously are tho.se in columns (2), 
(3), and (4). There is, first, the tremendous decline (and the 
magnitude of the rate of decline) in the rate of gross investment. 
But pointing up the severity of the contraction, above all, is that 
series which measures the rate of net business (domestic) capital 
formation. Beginning in 1931, the figures show an astounding 
amount of dis-investment in business plant and equipment and in¬ 
ventories. It is these investment figures which explain the severity 
of the decline. So great were they that we are actually able to mark 
the turn toward revival in March, 1933, with the decline in the rate 
of dijinvestment (in inventories). The ability of the economy to 
live off its past capital attests to the extent of the saturation in the 
many channels of investment in the late twenties and the resulting 
excess capacity. The extreme rate of disinvestment attests, also, 
to the depths to which the marginal efficiency of capital fell once 
the downswing really picked up steam in the fall of 1931. 

The extreme nature of the contraction is further manifested in 
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the high monthly rate of decline in gross national product. Ex¬ 
perience witli cycles in the pa.st gives evidence that the longer a 
phase of the cycle is drawn out, the lower is the monthly or yearly 
rale of change. But in spite of the length of the period of contrac¬ 
tion of the 1929-19.33 downswing, the monthly rate of decline was 
great, too. 

llowe\er, the contraction did not proceed at an e^’en pace 
ihroiighoiit. There were iaiiit signs of revival in the first couple of 
months of 19.30. Again, in 1931, the behavior of many production 
indexes h'd many to believe that the end ot the recession was' at 
hand. But in the fall ot 1931, lollowing the international financial 
crises, the roof cased in; all hell broke loose. The nation, slowly at 
first, and then at an increasing tempo, fell into the grip or one of the 
worst financ ial panic's and crises in its history. On this account, it 
may not be unprofitable to divide the period of contraction into two 
phases, the first phase* covering the first year and a half, the second 
covering the period between the fall of 1931 and March of 1933. 
The first of these phases was primarily domestic in origin and char¬ 
acter. At the end of it there were signs that the decline had run its 
course. In view of the stagnation of the thirties, however, it is 
doubtful whether a real, buoyant major upswing would have devel¬ 
oped. While there may be room for debate on this score, the whole 
subjc'ct must remain in the realm of pure speculation. For the col¬ 
lapse of the international gold standard in late 1931 worked such 
havoc on business confidence that if the marginal efficiency of capi¬ 
tal ever had a chance to recover, this chance disappeared along with 
the gold standard in 1931. 

F'ollowing the downturn of industrial production, in June of 
1929, the stock market crash brought things to a head and gave 
strong impetus to the contraction. Many time series which had 
started downward in a rather hesitant manner lost this hesitancy in 
the closing months of the year. The stock market crash undoubt¬ 
edly made a strong contribution to this quickening of the rate of 
decline. There is, first of all, the psychological blow that this event 
must have dealt to businessmen’s expectations. The effects on ex¬ 
pectations make themselves felt in numerous ways. Estimates of 
future revenues are reduced. The risk component of the discount 
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rate in the capitalization process rises, greatly reducing estimates of 
present value of future revenue streams from capital goods. The 
collapse of stock priccis also tends to advance the cost of equity bor¬ 
rowing considerably, raising the yields on stock securities to pro¬ 
hibitive heights. Such was the case in the three years following the 
crash. New issues of stocks fell to tiny fractions of their volume of 
1928 and 1929. 

More important, perhaps, was the effect on the rate of consumer 
spending, especially on consumer durables, that the collapse of stock 
prices must ha\e had. We noted earlier the huge volume of sp(*cii- 
lative incomes that developed out of the surging rise in stock prices. 
For people who art? in the stock market on a more or less permanent 
basis, tile gains from rising share prices will ordinarily be treated as 
capital gains, not as income. But when the public at large starts to 
participate in and provide the basis for a real speculative boom, we 
have large groups who will regard gains from the sale of stocks at 
inflated prices as current income. In a majority of cases, the.se in¬ 
comes are so much “gravy,” unlooked for but cordially welcomed. 
The result is apt to be an important stimulus to consumer spending, 
particularly on consumer durables of all sorts. There is little doubt 
that the speculative gains on the stock exchanges provided an im¬ 
portant source of demand for consumer durables in the late twen¬ 
ties. The crash in the market not only meant the end of these specu¬ 
lative gain.s to many people, but also resulted in widespread specula¬ 
tive losses to large numbers of tliem. Undoubtedly, we have in this 
factor a severe damping influence on consumption in the initial 
phases of the down.swing. 

There is some danger of exaggerating the depressive effects ex¬ 
erted by the collapse in stock prices, particularly on investment de¬ 
cisions. As the market assumed the characteristics of a runaway 
spree of speculation, it must have become increasingly evident that 
the share price rise could not last. Therefore, the collapse in stock 
prices probably was not too much less expected than was the gen¬ 
eral price collapse in the recession of 1919-1921. Some supporting 
evidence for this thought can be found in the income velocity of 
money. The figures for this variable in Table 15 of the preceding 
chapter show it to have fallen in 1930 to its level of 1928. Most of 
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the decline can be explained by the release of cash from the finan¬ 
cial circuit. There was no rise in the quantity of money in circula¬ 
tion, one of the sure signs of a wave of pessimism. Moreover, there 
was no decline in bond prices; in fact, they actually rose one to two 
points in price. At the very least, there was no rush into liquidity 

Other factors indicate that there was nothing resembling a wave 
of pessimism and fear of widespread collapse at the outset of the 
downturn. There was, for instance, a 26-point rise in the average 
of industrial share prices between the end of 1929 and the end of 
April of the following year, a 4-point recovery in the industrial pro¬ 
duction index between December of 1929 and Febniarv of the next 
year, and a comparative steadiness in department store sales. We 
might cite, in addition, the slowness with which business attempted 
to force down wages. The index of hourly wages fell only a point 
during 1930, giving .some indication that business were not very 
pessimistic concerning the course of future prices and revenues. 
Thus, while we cannot characterize the first six months or so of the 
decline as a period of optimism, it does not appear to have been 
marked by undue pessimism. On the whole, we might say that the 
business community adopted a ‘wait and see” attitude. 

The Federal Reserve System, meanwhile, was doing its bit to see 
whether a policy of easy nioney couldn’t be used to stem the down¬ 
swing and, perhaps, even convert it into an upswing. Beginning in 
November, 1929, almost 400 million dollars of government securi¬ 
ties were purcha.sed within the next five months. However, for 
some unaccountable reason, almost 100 million dollars of accept¬ 
ances were unloaded, so that the System’s holdings of securities in¬ 
creased approximately 300 million dollars. At the same time redis¬ 
count and acceptance rates were lowered again 1 to 2 points by the 
spring of 1931. The open-market purchases of the Reserve System 
enabled the member banks to reduce their indebtedness to the Re¬ 
serve Banks and induced them to lower customer rates 1 to 1.5 per¬ 
centage points on customer loans and to reduce the rates on prime 
paper 3 points by the middle of 1931. 

The differences in the amount of reduction of rates on the two 
categories of loans make one suspect the apparent willingness of the 
banks to lend freely. These are signs that they may have been re- 
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luctiont to lend on anything but gilt-edged (or the cquivvilent) col¬ 
lateral. Moreover, as one writer has remarked, the rates on cus¬ 
tomer loans are the published rate.s; they do not indicate how many 
loans were refused to customers of other than the highest type of 
credit rating. The relative maintenance of customer discount rates 
suggests that the banks were already beginning to resort to credit ra¬ 
tioning on a wide scale. 

In the spring of 1930 things really took a turn for the worse. By 
the end of the year all business indexes had fallen sharply, includ¬ 
ing those which had shown some tendency toward steadiness in the 
beginning of the year. The index of factory employment dipped 
sharply during the year. In the last two months the amount of 
money in circulation began to increase for the first time since No¬ 
vember, 1929, a most ominous sign. Bond prices dipped over .3 
points, while stock prices fell 39 points in the last three months. 
These were signs of increasing pessimism and liquidity preference. 

In the winter of 1931 things took a slight turn for the better. 
The industrial production index rose 5 points between the end of 
January and the end of April. The index of factory employment 
stabilized itself after its sharp decline in the previous year. Bond 
and stock prices recovered some of their lost ground. 

There were many who felt that the end of the recession had been 
reached. This was the period when President Hoover whistled 
hopefully in the dark, assuring everyone that “prosperity was just 
around the corner.” Between July and August the Federal Reserve 
System added another 100 million dollars of securities to its hold¬ 
ings; rediscount rates were lowered an additional 0.5 per cent. The 
easy-money policy was hopefully being continued.^ 

In view of the nature of the origins of the downswing, plus the 
low level of investment all during the thirties, the present writer 
doubts that there was anything significant or fundamental in the 
developments of the first part of 1930. However, there is no cer¬ 
tain way of knowing what would have happened to the domestic 
sectors of the economy in the absence of developments in the intcr- 

^ It is interesting to note that the Federal Govenimeiit did not see fit to 
engage in anything so radical as a deficit-financed budget. Until the middle 
of 1930, tlie cash budget showed a surplus. 
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national spheres. In the middle of 1931 a series of financial crises 
began abroad, which cnlminated in the abandonment of the gold 
standard by many countries, shaking American confidence to its 
very teeth. 

The sources of financial difficulties abroad are all too numerous 
to go into here. But one of the chief difficulties was the rather 
sudden decline in the supply of American dollars. This was at once 
the result of the discontinuance of long-term loans abroad by 
American investors plus the sharp decline in American imports fol¬ 
lowing the contraction in the U.S. Adding to European difficulties 
was the enactment of the Ilawley-Smoot Tariff Act, which raised 
tariff's to their highest level in American history and made it vir¬ 
tually impossible for foreign countries to export to the LhS. and ob¬ 
tain American dollars. As a result, many countries attempted to 
force exports and reduce imports in an effort to gain a supply of 
dollars. This they did by cutting domestic^ prices. 

I’he strain of the American contraction, howe\ er, was too much, 
and such efforts were in vain. The alternatives then were either 
the tightening of belts and the sharp regulation of foreign trade to 
achieve the goal of a supply of dollars or else the departure from 
the gold standard and the depreciation of exchange as a means of 
stimulating exports. The imminence of the latter course of action 
brought the situation to a head, finally leading, through drains 
caused by-“hot money” movements, to the abandonment of the gold 
standard by England and ultimately most of the important countries 
of the world, including the U.S. 

The more immediate causes of the international financial crises 
which beset the world in 1931 arc found in Austria and Germany. 
In May and June of that year, the two chief banks of these countries 
were faced with runs, and they were saved only by drastic govern¬ 
ment measures that amounted to government guarantees. However, 
the panic in Germany led to such a sharp withdrawal of short-term 
funds that the government was forced to suspend payment on Ger¬ 
many’s short-term debts in order to stop the flight of short-term 
funds. London, however, had been a large lender of short-term 
capital to Germany, and the so-called Standstill Agreements of Ger¬ 
many led to growing doubt concerning the status of the London 
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money market. In addition, further distrust arose from the resort to 
(horrors) deficit financing by the MacDonald government in Eng¬ 
land. A flight of short-term capital from England then developed, 
as foreign banks attempted to ensure the safety of their money. 
The result was a tremendous outflow of gold from England, which 
the Bank of England was helpless to stop. Faced with the alterna¬ 
tive of either imposing sharply deflationary measures on a country 
already depressed, or releasing the pound from its link to gold, Eng¬ 
land chose the latter course of action, as might be expected. 

The collapse abroad and the various exchange restrictions which 
followed resulted in a sharp curtailment of American exports, a 
situation which added to the forces of contraction in the U.S. The 
psychological effects of such previously unheard of events as the 
English departure from the gold standard and the loss of foreign 
markets dealt a lethal blow to the confidence of the U.S. public and 
in the months surrounding these international events, the rate of 
contraction in the U.S. was actually accelerated. 

Following the collapse abroad, the repercussions of these events 
quickly made themselves felt on the U.S. banking system. Tlie 
most ominous event was the conversion of almost 400 million dollars 
of bank deposits into currency in circulation within the space of the 
last four months of 1931. In addition, the banking system lost an¬ 
other 150 million dollars in gold reserves in the same period, over 
337 million dollars in October, but recovered some of this in the last 
two months. 

Confronted with signs of a growing liquidity crisis, the Federal 
Reserve System acted in an almo.st incredible manner. In the first 
place, it failed to purchase enough securities in the open market to 
offset the effects on bank reserves of the drain of cash into circula¬ 
tion and the loss of gold. Then, following traditional (and deadly) 
doctrine, it raised rediscount and acceptance rates as much as 2 per 
cent and announced itself ready to lend freely to all borrowers in 
dire need, the test of the latter being the willingness to pay the 
higher rediscount rates. Rediscounts rose sharply, going over 1 
billion dollars at the end of the year from a low of 0.25 billion dol¬ 
lars four months earlier. The policy of compelling the banks to re¬ 
discount to acquire reserves in these critical times, instead of provid- 
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Ing them with cash via open-market purchases, virtually forced the 
banks to unload immense quantities of securities into markets which 
were already showing signs of cracking at the seams. Over 3.5 bil¬ 
lion dollars of loans and investments were liquidated in the last three 
months of 1931, plus an additional 1.5 billion dollars of other assets. 

The effects on the credit markets can be imagined- Corporate 
bond prices fell 15 points in the last four months of the year, stock 
prices 24 points. Yields on long term corporate securities rose 1 to 
3 percentage points, depending on the quality. E^’en the yields of 
gilt-edged governments rose over a point. These facts reveal a state 
of collapse on the securities markets. Discount rates rose from 
3.50 per cent to 4.55 per cent in New York City, while rates on open- 
market acceptances and prime commercial paper rose 2 percentage 
points, reflecting the tightness ol credit. 

The number of bank suspensions soared, as the banks were con¬ 
fronted with the pressure of a heavy public demand for cash and 
outflow of gold, on the one hand, and, on the other, with illiquid 
assets in the midst of the general rush into liquidity—all the while 
receiving a minimum of aid from the central bank. On top of all 
this, the fiscal authorities in the Administration, to keep “unimpaired 
(the) credit of the Federal Government,'* asked for reductions in 
government spending and increases in taxes. Increases were ob¬ 
tained in the most deflationary taxes imaginable—excise and stamp 
taxes, to the tune of over 0.6 billion dollars a year. The type of 
thinking that apparently dominated the minds of the monetary and 
fiscal authorities is almost unbelievable in the modem age of fiscal 
theory. 

To free the hands of the Federal Reserve System, whose lack of 
stronger action was partly due to the laws under which it was oper¬ 
ating, Congress passed the Glass-Stcagall Act in February, 1932. 
This act permitted the Reserve banks to deposit government secu¬ 
rities as collateral against the issue of Federal Reserve notes, in¬ 
stead of gold and discounted paper as the Reserve Banks had been 
required to do in the past. This did away with the need for redis¬ 
counting by the member banks in order for notes to come into cir¬ 
culation and permitted the Reserve System to engage in the greatest 
epen-market purchase program of its existence. Well over 1 billion 
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dollars of government securities were acquired in the period be¬ 
tween March and August of 1932. 

These badly needed actions on the part of the Federal Reserve 
System greatly allev^iated the strain on the monetary system. It 
enabled the banks to meet the public’s demand for cash with much 
greater ease, which meant, specifically, with much less resort to th(‘ 
liquidation of assets. Rediscounts at the Reserve Banks were re¬ 
duced 0.6 billion dollars, so that member banks reduced discount 
rates on customer loans and prime paper from 1 to 2 points. TIk’ 
effects on the long-term securities markets were also evident; se¬ 
curity prices slowed down in their headlong decline and ewen rose 
a little in the summer of 1932. Again, the relative movements in the 
different categories of short-term interest rates may be taken as an 
indication that only those customers with the liighest credit ratings 
were being granted loans. Credit was still verv tight, and bank 
loans continued to contract at a high rate. 

The worst was yet to come. Following a short reprieve, during 
which the public returned some cash from circulation, a renewal oi 
the rush into licjiiidity started, one which was to lead to the collapse 
of the monetary system. The panic started slowly enoiigh, but in 
February of 1933 rose to torrential proportions, lii this one month 
some 1.5 billion dollars in cash flowed into circulation. The Fed¬ 
eral Reserve System reverted to its €‘arlier position of not engaging 
in open-market purchases (it actually sold a small amount of secu¬ 
rities), but instead raised rediscount and acceptance rates and 
waited for the needy banks to rediscount. While rediscounts ros(' 
almost 0.8 billion dollars, the .strain on the banking .system was ton 
great this time. The collapse of asset values, under the pressure nl 
the widespread rush into liquidity, made it impossible for vast num¬ 
bers of banks to remain open, the number of suspensions fiuallv 
reaching such figures that the Pre.sident was forced to declare tlu‘ 
memorable bank holiday. 

By the time the bank holiday was declared, the country was in 
the grip of a creeping paralysis. Virtually all indexes of busiiic.ss 
activity were at half their levels of 1929. Unemployment, includ¬ 
ing those on work relief, exceeded 15 million workers. Construc¬ 
tion activity had practically stopped altogether, the index of the 
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value of construction contracts having fallen from 126 in June oi 
1929 (the month of the downturn) to the unbelievably low figure of 
14 in March, 1933. No better indication of the general rush into 
liquidity (hoarding) and almost insatiable demand for cash can 
be found than the figures on income velocity and the supply of 
money in circulation. The figure.* of income velocity (2.28) repre¬ 
sented the lov^^est value for this variable in the twentieth century up 
to that time. 

The Reifival of March, 1933 

Shortly after the Administration ordered all banks closet!, a series 
ot banking acts was passed, which broaden(*d the base against 
which the Federal Reserve System could issue Federal lleserv^e 
notes, primarily by enlarging the sc'ope of use of U.S. securities as 
cf)llateral. Other credit agencies were established in the home and 
farm mortgage fields. The Reconstruction Finance Corporation, 
established in the previous year, loaned huge sums of money to in- 
sohent banks. In June, deposit insuranc^e was put on a formal basis. 

I'hc banks were enabled to reopen four days after they had been 
closed. A reassured public stopped its mad rush into cash for the 
most part, while the banks, aided by increased liquidity ol assets in 
the mortgage field, expanded open-market operations by the Federal 
Ueserv'e System, and the lending activities of the R.F.C. were once 
more in a solvent and liquid state. On a net basis, cash returned 
rapidly to the banks. The structure of short-term interest rates fell 
approximately 2 percentage points on the average. Bank loans and 
investments expanded somewhat. By the beginning of summer it 
was evident that the banking crisis was at an end. Confidence in 
the soundjiess of the money system, at least, had been rc*stored, and 
bank credit regained a measure of elasticity. 

While the end of the licjuidity crisis was an obvious prerequisite 
to a revival in economic activity, it is certainly insufficient to ex¬ 
plain the revival itself. As we have noted in another cx)nnection, the 
behavior of inventory investment provides the basic explanation of 
the revival of gross investment activity in the business sector of the 
economy. In Professor Kuznets’ figures, it is to be seen (Table 14 
in the previous chapter) that the tremendous rate of disinvestment 
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in inventories that began in 1930 slowed down sufficiently in 1933 
to allow the total of business investment to rise in that vear. In 

1932 3.1 billion dollars of gross investment in business plant and 
equipment had been offset by some 2.4 billion dollars of disinvest¬ 
ment in inventories. In 1933 the rate of disinvestment in inventories 
fell to 1.1 billion dollars, while outlays on plant and equipment 
stabilized at 3.0 billion dollars. The result was a rise m gross busi¬ 
ness investment from 0.7 billion dollars in 1932 to 1.9 billion dol¬ 
lars in 1933. 

The Federal Government did its bit to help the re\i\al, al¬ 
though it did so quite unwittingly and apparentlv in spite of itself. 
The national government, still dominated by anticjuated thinking in 
fi.scal matters, undertook a campaign of economy in x arious Federal 
departments, the Admini.stration ordering salary cuts and other 
economies. In spite of itself, however, the government was forced 
by the emergency expenditures of the period to spend a total ol 
3.9 billion dollars in the fiscal year ending in June, 1933. Actually, 
this represented a 0.6 billion dollar reduction below the figure for 
the deficit in the fiscal year before. Nevertheless, outlav s of 1932- 

1933 represented an increase of 0.2 billion dollars ov er that for the 
fiscal year ending June, 1931. On this account, it seems preferable 
to maintain that government budget policy was on the whole in¬ 
flationary in the period surrounding the revival.' Moreo\'er, aftei 
1933, the Federal Government’s budget deficit was a basic source 
of expansionary influence to a badly depressed economy. In 1934 
outlays totaled 6.0 billion dollars, in 1935 7.0 billion, in 1936 8.7 
billion, in 1937 8.2 billion, in 1938 7.2 billion, and in 1939 8.7 bil¬ 
lion. The importance of these figures may be seeMi in ft comparison 
of them with the values for gross private domestic investment in the 
corresponding years. From 1933 through 1939 the annual values for 
this investment figure expressed in billions of dollars were 1.3, 2.8, 
6.1, 10.5, 11.4, 6.3, and 9.0, respectively. The importance of the 
budget deficits to the upswing that began in March, 1933 may be 

- There had been .sigii.s of revival in 1932 jujst before tlie final hanking crisiv- 
It i.s more than possible that the 4.5 billion dollar outlays in the fiseal year 
ending June, 1932 had something to do with this. The n\erwhelniing effects of 
the liquidity crisis, however, swamped everything in its path, so that whatevei 
stimulus was offered by Federal deficit spending was surely wiped out. 
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seen in the positive correlation between the size of Federal expendi¬ 
tures and the behavior of gross national product between 1933 and 
1939. An important source of deflation during the collapse of 1937 
i.s to be found in the rather sizeable reduction in gcjvernment ex¬ 
penditures during the fiscal year ending June, 1938. 

The establishment of the National Reco^'ery Administration 
must be recorded iis another source of stimulus to the revival of 
Marcfi, 1933. The economics of the N.R.A. was of the worst possi¬ 
ble sort, and from the long-run point of \iew, it was anything but 
conducive to a revi^al and vigorous upswing in national income. 
For it preached, abo\e all, the virtues of restriction. Its fair trade 
codes turned out to be neat devices for enabling members of \ari- 
ous industries to come to (Ic'galized) agreements oii output and 
prices, and. in most iiustances, the emphasis was on less output and 
higher prices. The end re.siilt was an increase in the degree of mo¬ 
nopoly in the economv, primarily through the de\elopment of the 
trade association, many of whose practices were developed and re¬ 
fined during tlu‘ liletiiiie of the N.R.A. The original legislation 
even went so far as to include provisions enabling members of an 
industry to agree to curb the installation of new plant and equip¬ 
ment if they found that sufficient excess capacity existed to warrant 
.such restrictions. Provisions such as th(»se offered potentially vice- 
lik<' grips on the rate of investin<'nt in the economy, an economy that 
was already suflcring, most of all pcThaps, from a gross deficiency of 
private investment. 

As a palliath'e to labor, the N.R.A. also contained provisions for 
raising wages. We have developed at length arguments against gen¬ 
eral wage reductions in times of depression. Similarly strong argu¬ 
ments can be raised against a policy of raising wage rates in the 
midst of a depression.* For the moment, the strongest argument 
against such a wage policy in the thirties was the extremely low 
state of expectations during this period. Thus, like the immediate 
po.st-World War I period, the general N.R.A. policy of trying to 
raise wages and prices was almost bound to be self-defeating, for 
the state of expectations virtually guaranteed that businessmen 
would hold back in anticipation of a fall in wages and prices. Tliis 

Such arguments are dev eloped in Chapter 15, pp. 606-609. 
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was apt to be particularly true in the light of the distinct artificiality 
of the manner in which wages and prices, both, were being raised. 
The negative values of net business capital formation (column 3 in 
Table 17) for the thirties plus the extraordinarily important role of 
inventory iii\x\stment arc certainly indicative of the prevailing pessi¬ 
mism and the low levels of the marginal efficiency of capital during 
this period. 

For all these condemnations ol its economics, and wv have been 
lenient in our criticism, the N.R.A. had a certain short-run salutary 
effect on tlie economy. The liasis for this was prinicirilv' a psycholog¬ 
ical one. For one thing it signified that the administration was tak¬ 
ing action (even if it turned out to be bad action in tlu* long run), 
and what the nation was looking for was action. Soinebodv in the 
White HcJiise, with a reassuring golden voice* to boot, was do/’ng 
something. At the same time, it freed business entt‘rprise, tempo¬ 
rarily at l(*ast, from those “harassing" antitrust laws; in fact, it gave 
business, literally, a free hand to write its own tick(‘l of public policy. 
Free competition had not worked so well of late, and there were 
many who were desirous of some vacation from the governmejit law¬ 
yers and their damnable antitrust laws. All in all, the act turned 
out to he a sort of stopgap affair, which helped raise* the morale of 
the public from its low ebb. A wave of enthusiasm swept the na¬ 
tion as virtually everyone sought to join togetlier under the emblem 
of the Blue Eagle. While it is impossihh* to gauge, with any sem¬ 
blance of accuracy, the precise effects on the volume of economic 
activity of this (apparently temporary) surge of optimism, its roh*. 
at the moment at least, was an important oiie.^ 

The Period 19^3-1936 

From its low of 59 in March, 1933 the index of industrial produc¬ 
tion rose rapidly, and by July it had risen to 100. The economy had 

* Ironically enough, when the N.R.A. was declared unconsUtutionul in 
1935, the nation heaved a .sigh of relief. Everyone, business, labor, and the 
consumer alike, was thoroughly sick of the whole thing, the consumers be¬ 
cause they felt they were being highjacked by higher prices, labor because it 
thought that business had rec-eived the best end of the deal, and business be¬ 
cause it had beccime quagmlred in a hopelessly complex system of regimenta¬ 
tion. . 
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f Consumption is computed directly by the Department of Commerce. 
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need of a shot in the ann and apparently had recei\'cd it. Evi¬ 
dently, though, the effects of the “hypo” were very temporary, for 
by December the production index had receded to 75. A similar 
path was followed by the index of factory employment, although 
with considerably less amplitude. The same was true of all other 
business indexes; even construction activity rc>'i\’ed a bit, and the 
index of contracts awarded rose steadily from March to December, 
starting at a low of 14 and reaching a high of 57. However, this im¬ 
portant index tailed off rapidly the y(‘ar following. 

During the next two years, 1934 and 1935. economic activity 
fluctuated rather uncertainly, the values of the \ arious business in¬ 
dexes rising for a few months and receding again. The yearly a\er- 
ages rose, however, albeit slowly. The annual index of industrial 
production (unadjusted) rose from 64 in 1932 to 76 in 19.33, to 79 
in 1934, and to 90 in 1935. Thus there were signs of n^eovery, but 
it was slow, unsteady, and quite anemic. Cross national product 
rose slowly. Net business investment in plant and equipment re¬ 
mained at tragically negative levels. It was clear that what (gross) 
investment was taking place was, for the ino.st part, bc'ing confined 
to replacement investment, and even the lattcT was not keeping up 
with capital depreciation, etc. Unt'mployment continued deplorably 
high and in 19.35 ranged around a figure of 12 million (including 
those on work relief). 

The amount of hoarding that was going on diminished but little. 
Despite the vast increase in the money supply (shown in Table 
18), it is evident that only some of it was being used lor transac¬ 
tions purposes; prices rose little, even with the tremendous expaii- 

T'ahlc 18 Behavior of Money and Prices^ 1931-1938 
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sion in the money supply and the comparatively small increase in 
gross national product. The (slight) decline in income velocity 
tells a story. Of the hoards that had been accumulated in the course 
of the series of liquidity crises of the early thirties, virtually none of 
them was touched to finance the higher level of transactions that 
accompanied the higher level of gross national product and slight 
rise in prices. Extra transactions balances were supplied irom the 
increase in the money supply. That a part ol the increase in the 
jnoney supply was also absorbed into additional precautionary and 
sp(»culiith e cash balances is evident from the general decline in the 
structure of interest rates that occurred. Yields on all types of bonds 
reached their lowest Icxcls in the postwar period. The structure ol 
short-term ratt's also fell to similarly lov\" levels, the rate on prime 
commercial paper falling, for example, from .3.00 per cent in March, 
19-33 to 0.75 per cent in 1935. The rates on customer loans fell from 
4.79 per cent in March, 1933 to a low' of 1.66 per cent in September, 
1935. These figures gix'e some indication that the supply of credit 
had a fairly large degree of elasticity. As w'e haxe remarked before, 
however, it is difficult to judge from these figures just how elastic 
the supply of credit actually was. The rates just quoted are pub¬ 
lished rates. They do not tell how many loans wx^re denied by 
hanks to customers whose credit status was not very high. The 
unprecedented low^iiess of the entire interest rate structure may 
have also been responsible for an indeterminate amount of specula¬ 
tive hoarding by the banks as well as nonbank lenders. High levels 
of corporate cash balances during this period attest to the abiding 
desire for liquidity on the part of business enterprise. All these 
factors add up to widespread precautionary and speculative hoard¬ 
ing on the part of all elements in the community. 

The Inventory Boom of 1996—1997 and the Collapse of the Upsiving 
in the Spring of 1997 

In May of 1936 an inventory boom developed. Widespread 
speculative hoarding of inventories took place as prices began to 
rise rapidly. The rea.sons for this speculative boom are varied, and 
niost of them are exogenous factors, a coincidence of chance occur¬ 
rences. In the first place, there was a world-wide accumulation of 
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raw material stocks, together with an international rise in their 
prices, both the product of international developments which made 
the prospects of war grow stronger. There were the spt'Ctres ol 
Hitler and Mussolini looming increasingly large on the horizon; the 
war ill Spain was in progress. 

On the domestic scene, there was the declaration of the Veterans' 
bonus, amounting to the sum of 2 billion dollars, in the summer of 
1936. The stimulus which this (deficit-financed) outlay gave to the 
economy is seen, for e.xample, in the 6-point rise in the index of de¬ 
partment store sales which occurred in the three month period fol¬ 
lowing the bonus declaration. Production indexes also shot up in tlu* 
months following the bonus declaration. It is only natural, too, that 
businessmen should have .speculated on the effects of the bonus and 
built up in\'entories through increased orders and hoarding, both in 
anticipation of an increase in the rate ol consumer demand and a 
rise in prices. 

The late fall of 1936 also marked the landslide election victory oi 
President Roosevelt. While later on the business world was to de¬ 
velop an intense dislike for his policies, this election took place at tlu* 
pinnacle of Roosevelts popularity. Here was the man ol action, 
whose golden voice brimmed with reassuring confidcnice in those* 
remarkable fireside chats. Moreover, the Administration’s policies 
had been of the inflationary variety in the eyes of many, and thv 
reeleetion of the President appeared to ensure the continuance ol 
these inflationary policies. It is probable that many members of the* 
business community expected these to provide further fuel for the 
rise in prices that was already in evidence. These are psychological 
intangibles, which are exceedingly difficult to measure, but which 
demand recognition. 

Finally, there was the rise in wage rates which was taking place* 
during the period under examination. The year 1936 was one in 
which the newly formed industrial unions were increasingly com¬ 
ing to feel their oats. The Wagner Act had been passed, taking up 
where the N.R.A. had left off and giving the unions the right to bar¬ 
gain collectively and freely, and resort to the strike (without the 
fear of antagonistic government intervention) to gain their de¬ 
mands. There was an outburst of strikes and, of course, demands 
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for higher wages. The trust of businessmen that rising wages 
would force prices up in a spiralling effect must be added to the list 
of factors responsible for the inventory boom that began in the 
spring of 1936. 

I’he fact that the boom under examination was an iin'enlory 
boom is clearly set‘n in the relatively large role that inventory in¬ 
vestment played in the upswing. Thus 24 per cent of the value of 
gross business investment took the form of inventory accnniulation. 
This figure contrasts sharplv with the average of 12 per cent of 
gross business investment that took tlie form of inventory inv^est- 
inent in the period 1922-1929. Again, over 47 per cent of the in- 
( rcmciif in gross business investnuMit between 1936 and 1937 took 
the form of investment in inventories; this figure compares fav'ora- 
blv with the figurt's for the inventorv booms of the twenties. 

We stress the nature of the l)oom that took place between the 
spring months of 1936 and 1937 because it is indicative of the basic 
outlook that dominated the thinking of businessmen in the thirties. 
The fact that a comparatively small portion of gross investment was 
put into plant and equipment, and of the latter, what there was 
was purely for replacement purposes, is symptomatic of the ex¬ 
tremely low lev'el of the marginal efficiency ol capital that related to 
durable inv’estment. While there evidently was some optimism in 
the course of the boom we are discussing, it is clear that it was 
strictly of the short-run variety. The fact that so miu’li iiiv^estineiit 
went into easily liquidated inventories reveals how short-liv^ed busi¬ 
nessmen expected the boom to be. 

And the boom was short-lived. Starting in Spring of 1937 the 
boom ended and turned into a recession whose intensity of contrac¬ 
tion has few parallels in business-cycle history. By December of 
1937 the index of industrial production had fallen from 118 in May 
to 84, the lowest it had bc^eii sinc(‘ the fall of 1934. In 1938 unem¬ 
ployment returned to its 1934 levels, too, ranging around levels of 
12 and 13 million (including those on work relief). 

What were the reasons for this collapse in economic activity? 
Perhaps the most important reasons were the monetary actions taken 
by the Administration and the Federal Reserve System. Since 1934 
the combined effects of deficit-financed government outlays plus the 
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unprecedented volume of gold inflows had bec*ii building up the 
cash position of the public, bank and nonbank alike, to levels which 
were beginning to worry the monetary and fiscal authorities; the 
latter feared that the enormous growth in liquidity would ])rovide 
ihe basis of a runaw^ay inflation. A series of deflationary actions 
was, therefore, begun in the summer of 1936. First, the Federal Re¬ 
serve System raised member bank reserve requireinimts as a means 
of wiping out a large portion of the banks’ excess reserses, bv May 
of the following year, reserse requirements h.id bc'eii doubled. 
Meanwhile, the Treasurv was doing its bit bv sterili/ing gold im¬ 
ports. At the same time*, both Federal Reser\e and I'reasurv of¬ 
ficials were issuing statements warning of the “dangt^rouslv high” 
price level. Neither action had as its goal the rcdncliun m the na¬ 
tional money income; the goal was simply the slowing down ol the 
rate of monetary expansion. 

Unfortunately, this was no time to be making credit conditions 
tight. With the busiii(‘s.s conimunitv already skeptical ol the .soniul- 
ness of the upsw’ing, such actions could serv e onlv' Uy rceulorce their 
skepticism. As soon it b(‘came appar(*nt that a series of deflationary 
actions was being carried out, it was only natural that businessmen 
should bec'OJTie c'onvinced that their pessimism was warranted, and 
they reacted accordingly. New orders began to fall ofl rapidly as 
businessmen hastened to retrench and endeavored to reduce their 
inventories. As things turned out, the contraction in national in¬ 
come took place at too rapid a pace, and the efforts to reduce in- 
v^entories wc*re frustrated; instc^ad they continued to pile up right 
through the best part of the year. 

In addition, there were predictions of very large agricultural 
crops the world over. Internationally and on the dome.stic market, 
raw material price.s began to fall. The combined effcc'ts of declin¬ 
ing raw material and other commodity prices plus involuntary or 
unplanned accumulations of inventories led to a still further decline 
in new orders, and, by the last two months of 1937, an abrupt de¬ 
cline in current production had set in. 

A factor which cannot be omitted is the budgetary policy pur¬ 
sued by the Administration. Administration advisers and officials 
became convinced that the upswing that began in 1936 was a sign 
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of the end of the depression. Only with great reluctance had Fed¬ 
eral expenditures been financed through borrowing since the de¬ 
pression began. The thinking of Administration ofiRcials was still 
dominated by ideas that the Federal budget had to be balanced if 
tlic credit of the national government was to be maintained. Only 
the exigencies of tlie times, the necessity of providing relief and 
some work for the unemployed, forced the Administration into levels 
ol spending wliich could be met only by (bank) borrowing. Con- 
S(*quentlv\ \^’heu it appeared that the depression was at an end, 
those in charge of fiscal policy were quick to seize this opportunity 
to curtail go^ eminent spending and work toward a balancing of the 
budget. The year 19'37 also found Social Security taxes raised 2 
per cent o\ er their 1 per cent rate of 1936, the year they were begun. 
Nor was it an accident that these taxes were raised at this time. 
Increasing Social Security ta\(\s was regarded as a means of bring¬ 
ing the cash budget, at least, into balance. And it did. Whereas 
3.8 })illion dollars was })orrow(‘d by the Federal Government in the 
calendar year of 1936, only 0.3 billion dollars was borrowed in 
1937. Tins meant a drop of 3.5 billion dollars in the govc'rnment’s 
net contribution to the national money inc'ome stream. This was a 
tcTrific deflationary force to impose on the economy at this time, and 
we must rec'kon this factor among the most important elemc'nts 
which are responsible for the initiation of the downswing in the 
Spring of 1937. 

A possible source of deflation was the behavior of consumer 
spending. It appears difficult to make a case lor the workings of 
the acceleration cfl(*ct, since the fall in the rate of growth of con¬ 
sumption in 1937 may be partly explained by the fall in the growth 
rate of income. The sharp fall in the rate of growth of consumption 
ill 1938 is amidy explained by the abrupt decline in national income 
which occurred in this year. 

However, there was a slight decline in the average propensity to 
consume in 1937. This may or may not mean that a decline in the 
marginal propensity to consume took place (it is impossible to deter¬ 
mine statistically). Some writers have noted a fairly strong degree 
of consumer resistance to rising prices in the face of low, and lag¬ 
ging increases in, personal incomes. This could mean a falling 
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marginal propensity to consume in real terms, a factor which would 
explain, at least in part, some of the involuntary accumulations ot 
inventories with which biisiiu‘ssmen found themselves confronted. 


Table 19 Consumption atul Investment, 19^1-1938 
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of this contraction is more difficult to sustain than it was for the mi¬ 
nor recessions of the twenties. A very important reason for doubt¬ 
ing the validity of such a thesis in this case is tlu‘ ('xtrt'inc lev(»ls to 
which living standards had fallen since the advent of the Great ]3e- 
pression. On a priori grounds one would expect consumers to 
make some efforts to regain former living standards as soon as thcTc 
was the slightest op])ortuiiity. There cc^rtaiiily was no problem of 
adjusting to previously unaccustomed planes of li\ing, unless it was 
the aforementioned rise in prices. 

AN ANALYSIS OF THE STAGNATION OF THE THIRTIES 

At no time during the thirties, until 1939, under the impetus ol 
war output, did either gross or net national product, in money or 
real terms, reach the levels of these variables in 1929. In real terms, 
gross national product fell 3.3 billion dollars short of its 1929 level 
at its peak in the upswing of 1937; net national product was 2.9 bil¬ 
lion dollars short of its 1929 level at its 1937 peak. Thus at no time 
did the nation ever recover its 1929 living standards during the 
thirties. The picture is made even worse when it is recalled that the 
population grew by some nine million people during the decade, so 
that the decline in per capita income (and, therefore, living stand- 



BUSINESS CYCLES IN THE THIRTIES AND FORTIES 475 

ards) was e^’en greater than is indicated in a comparison of totals. 
Given the norma] advances in technology that took place, and along 
with these the growth in productivity, and the picture gets even 
blacker. Of course, there was also the never-to-be-forgottc‘ii mass 
of unemployment that characterized the thirties. Unemployment 
a\'eragcd in the neighborhood of 11 to 12 million people (again, in¬ 
cluding those on w'ork relief) in the period 1931-1939. Moreover, 
such figures do not cover those who were but partially employed 
throughout most of this period. Estimates of the amount of income 
that could ha\ e been produced, given the producti\'e capacity of 
the nation during the decade of the thirties, but wasn’t because of 
the mass employment of all resources, range from 300-350 billion 
dollars. The period is indeed a blot on the economic history of man. 

The Lack of Autonomous Investment: Construction 

We want now to enter upon a discussion of the reasons for this 
period of stagnation. If we assume that the consiunplion function 
is incapable of rising spontaneously to lex els high enough to assure 
full employment without a radical reorganization of many of the 
(Economic and social institutions of the United States, the first reason 
lor the prolonged slump of the thirties is. clearly, an overwhelming 
lack of autonomous investment. A glance at Table 16 will immedi¬ 
ately res'eal where the lack of autonomous investment appeared. 
While tile production of producer durables was down in the thii*- 
ties, it is patent that the great sore spots lay in the' construction 
industry, both business construction and residential construction. 
There is litle doubt that the thirties marked a period of trough in 
the construction industries. In commercial and residential building, 
especially, the market had been saturated during the twenties. The 
extent to which this was so is seen in the continuous decline in rent 
indexes even during the period of rise in national income between 
1933 and 1937. This contrasts sharply with the early twenties, 
when rent indexes rose even while the national income was falling 
during the contraction of 1920-1921. 

While there was some saturation in industrial construction, it 
would be quite unsatisfactory to stop here with our explanation. 
By far, the more important explanation of the low level of indus- 
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trial construction is the absence of great technological innovations 
on a scale comparable to those of the twenties. True, the automo¬ 
bile was not iuN'entecl in the twenties, but the industry underwent a 
tremendous rate of expansion during most ot this period. In ad¬ 
dition, it was responsible for the development and tremendous ex¬ 
pansion in tlie petroleum and rubber tire industries, and even in 
the steel industry. When investment in the automobile gradually 
assumed the character of induced investment in the latter part of 
the decade, certain consumer diirabh* industries, like tlie radio and 
electric refrigerator industries, came along to take up the slack. 

The Abseme of Leading industries in the Growth of Prodiution 

The notable thing about the tliirtic's is the almost total abscMice 
of an industry, or group of (related) indu.stries, which re\eal any 
startling rate of expansion in the manner that the automobile and 
related supply industries di.splay in the previous (lc‘cade. The only 
industry which held up its end of things was the electrieitv indus¬ 
try. Even in this case, the bulk of new investment seems to have 
come from the great electrification programs c‘arried out by the 
Federal Coverninent, through such projects as T.\ .A., rural electri¬ 
fication, and the great dam projects such as Boulder and (^rand 
Coulee. Some writers are inclined to attribute the absence of more 
pritxite investment in the electricity industrv to the ra'her uncom¬ 
promising and inimical attitude the Admini.stration took in its rela¬ 
tions with the private utilities. Wliile one might well ([uestioii which 
side was more inimical in its attitude, the government or the iitili- 
tie.s, it is probably true that the fear of continuous government en¬ 
croachment acted as a considerable damper to priv ate investment in 
the electricity industry. 

Nev'ertheless, there remains no comparable excuse for other in¬ 
dustries, old or potentially new. A comparison of the growth of 
production among manufacturing industries in the twenties and thir¬ 
ties reveals that most of the leaders of the twenties, which had been 
well above the average of all manufactures in growth of production, 
were all below the average growth of all manufactures in the thir¬ 
ties. And, most significant, no industries rose to take their places. 

Ihow further that the leaders in the growth of produc- 
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tioii among manufacturing industries of the thirties clustered very 
much closer around the general average than did their counterparts 
in the twenties. 

We have noted before that there is no thoroughly studied major 
cyclical upswing ol the past which, if it hears the characteristics of 
vigor and buoyancy, does not also reveal a very conspicuous leader¬ 
ship on the part ol certain industries in the rate of growth of pro¬ 
duction. When major cyclical upswings appear to have been of the 
stagnation x'ariety, almost invariablv they are without some indus¬ 
try or group of industries showing an extraordinary growth of out¬ 
put relati\ e to other manutacturing groups. Hence it is not too sur¬ 
prising that the thirties should have turned out to be a period of 
stagnation. 

The foregoing discussion relates to an absence of technologicaf 
iiinoN ations primarily in the lorm of producis. However, there are 
also strong indications that very little technological innovation oc¬ 
curred that took the form ol impro\ements in productive tech¬ 
niques, at least on a scale that would visibly atiect the rate of invest¬ 
ment. We shall take as our criterion of investment representing 
tc‘chnological improvements in production methods indexes relating 
to rates of growth of productivity per man-hour,' The most pointed 
evidence on the rate of technological innox'ation offered by these 
figures is the extrt'inc difference in the rise in the rate of growth of 
productivity for manufacturing industry as a whole betxx'een the 
twenties and the thirties. Whereas the index of productivity for 
manufacturing as a whole increased 41.6 points in the period 1920- 
1929, it rose onb 21.6 points in the period 1929-1937. Of course, 
tlie behax’ior of the productivity index for manufacturing as a whole 
is not necessarily indicative of the progress made in the other cate¬ 
gories of industry. Thus just as the electricity industry more than 
held its own in its expetiditures on investment, so it is virtually the 
only industry to show an important increase in the rate of growth of 

Tilt* foll()\\'iiin figiire.s (iii pnicluctnity are based on estimates made b)' 
S. B(’ll, Produciivifij, and the National Income (Wasbiiigton, Brookings 

fnstitutioii, 1940'); these figures are cited in T. Wilson, Fluctuatiom in In- 
rome and Employment, 3d ed. (New York, Pitman Publi.sliing Coqj., 1948), 
pp. J 83-184. Produetix ity is estimated by dhiding the index of output by 
tile index of nidii-hours. 
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productivity; compared to an advance of 39.5 points in the twenties, 
its productivity index rose 75.8 points in the thirties.” But it is ap¬ 
parent that the events of tlie electricity industry were confined to it 
alone*, for one thing, and wt're not sufficient to compensate for tlie 
decline in the rate of growth of productivit^’ elsewhere, for another. 
To take two industries which are “heavy” industries, that is, use a 
great deal of capital per worker, and therefore are important chan¬ 
nels of investment outlays, we may cite the automobile and steel 
industries. During the twenties the rate of growth of produc‘ti\'it\ 
in the automobile industry rose 74.9 points; in the period 1929- 
1937, this index increased only 6.3 points. The figures lor the steel 
industry an* 45.4 and 18.8, respecti\ ely. 

These figures cannot be taken to m(‘an necessarilv that the rale 
'of invention or disco\en" of new production technicjiies during tlu* 
thirties was far below that of the t>vcnlics. But t}le^ mav be inter¬ 
preted, to a certain extent, to mean that what invtmtions, etc., were 
made during the thirties were apparently not important enough to 
burst through the veil of pe.ssimism and result in the innomtion ol 
many of them. The figures on productiNity just cited plus the fig¬ 
ures on net business investment in I’ahle 16 do hint strongly of the 
absence of technological discoveries that were of .sufficient magni¬ 
tude to produce a wave of new investment in industrial plant and 
equipment. 

Other Factors: The Decline in the Foreign Trade Balance 

While the foregoing factors provide the basic explanation of the 
stagnation of the thirties, there were certainly other elements in the’ 
situation, and these must be mentioned. One of these was the sharp 
decline in the U.S. export trade balance below the Icwels of ih ' 
twenties. Not until 1938 did the merchandise trade balance even 
approach the levels of the twenties. The reason for this is clear, just 
as the reason for the continued credit trade balance during tht* 
twenties was obvious. Gone from the international scene in the 
thirties was the 1 billion dollar annual rate of American investment 
abroad. The resulting decline in America’s export surplus must be 

” The index of rate of growth of prcjdiictivity rose slightly less than 2 points 
in thr- 'railfoad industry and siahilized itself in the mineral industries. 



BUSINESS CYCLES IN THE THIRTIES AND FORTIES 479 

rec'Ognized as one of the depressant factors on America’s nationa] 
income. 

Oovernmeut Poluy tind Business Confideine 

Another factor which must be recognized is the effect of certain 
new government actixities on business confidence. Of these, per¬ 
haps the most important was the previously unheard-of level of Fed¬ 
eral, peacetime deficit spending. Many in the business community 
\V(*rt‘ com inced that the Federal Government was leading the coun¬ 
try to ruin as deficit spending continued and exen increased in the 
course ol the thirties. This attitude pr(‘xailed despite the fact that 
the (‘cononiy was so dependent on the inaint«‘nancc of these goxcni- 
inent deficits (if the positixe correlation ol gross national product 
and the budget deficits means anytln'ng at all). 

To haxe axoided spending and balanced the budget, thus ignor¬ 
ing tht‘ xast millions of unemployed, xvould haxe been tantamount 
to inviting rexoliitiou. As a matter of fact, if any criticism is to be 
lexeled at the Federal Government, it is that it did not spend 
I'liough, especiallx' in the first years of the depression. Although 
Federal expenditures rose, they did not rise enough to oflset, exen, 
the sharp decline in state and local spending in the critical xears 
tip until 1936. And then total government outlays on constniction 
only hovered about predepression lex els." To have financed xvhat 
expenditures xx'cre made on anvthing but a dc»ficit basis would haxe 
been worse than doing at all. Anything else xvould have meant a 
sharp rise in lax rales, than which nothing would have been xvorse. 
Ill spite of these reasons, it is undoubtedly true that the more con- 
serx^atixxi eleinents among the populace, tin* die-hards of laisscz 
faire, were a bit oxerwhelmed by all the gox eminent activity. 

Another development of the thirties xvhich demands recognition 
concerns tlie behavior of wages. Beginning xvith the passage of the 
National Industrial Recovery Act, all the emphasis during the 
thirties was on higher wages. This pressure did not cease even 
after the N.R.A. was declared unconstitutional, for the Wagner Act 

^On this subject, about which there is .so much confusion, .see E. Benoit- 
Sinullyan, “Public Works in the Depression,” American Economic Review, 
XXXVIH (March, 1948), pp. 134-139. 
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was passed in 1935, giving strong impetus to the organizing cam¬ 
paigns of the newly forming industrial unions. All these events, 
of course, combined to result in steady pressure to raise wage's and 
add to the disillusiorunent of businessmen. Adding to the woes ol 
the more conser\’ati\e elements ol the biisine'ss community was the 
upholding of the Wagner Act by the Supreme Court. It appears 
that businessmen generally expt'cted the Supreme C^ourt to dcclan^ 
this legislation unconstitutional. When the legislation was upheld, 
instead, the business coinmimity was shocked and bitterly dis¬ 
appointed. 

Of course, all these dexelopments had the official and unofficial 
sanction of the Administration. As far as the Wagner Act is con¬ 
cerned, it is very likely to ha\e come about ri'gardless of who was 
in the White House. However, the administration’s, and later tht‘ 
unions’, policy of demanding higher wages w^as a bit short-sighted 
The goal of both the Administration and the unions was a redis¬ 
tribution of the national income in la\or of the high, marginal¬ 
spending wage groups, in an effort to rais(* the propensity to con¬ 
sume. While the goal was certainly commendable, the means em¬ 
ployed to achieve it w’ere somewhat less than that. It is apparent 
that busine.ssmen w'ere extremely pessimi.stic about the ability of th<* 
upswing that began in 1933 to maintain itself and give rise to a 
period of prolonged and v ibrant boom in economic activdt^^ The 
best evidence of this is the importance of net investment in business 
inventories during the up,swiug of the thirties. As wc have pre- 
v^ioinsly noted, inventory investment affords an opportunity of 
“getting out from under” quickly and with a minimum of loss, in 
contrast with investment in durable plant and equipment. In th(' 
face of pessimistic expectations about the future course of business 
sales and revenue, the rise in costs occasioned by the rise in wages 
must needs have acted as a damping influence on investment ac¬ 
tivity. 

In the end, it is extremely difficult to evaluate with any exact¬ 
ness the precise extent to which the various government activities 
of the thirties acted as a damper on the confidence of businessmen. 
Opinions vary widely, mostly on the basis of views with respect to 
the proper role of the national govenimcnt in times of deep depres- 
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sion. With the exception of its wage policy and the N.R.A., how- 
e\'er, there was little else the Federal Government could do in the 
thirties, so tar as its over-all policy was c'oncerned. This is par¬ 
ticularly true of deficit spending. But whether or not government 
policy was soundly conceived, appropriate or inappropriate, it is 
probably true that businessmen were somewhat dismayed by the 
seeming extent ol Federal activity and its “New Deal" bias. Never¬ 
theless, we should be careful not to exaggerate the importance of 
this factor as an t'xplanation of the deep pessimisin of the thirties 
and the low le\el of business inN'estment. While the antagonism of 
much of the business community toward the Administration's 
policies undoubtedlv contributed to the extreme pessimism of th(* 
thirties, it was oiil\ one of the factors that did so, and, in the 
opinion of tlu* present writer, a \ery secondary one at that. The 
low marginal efficiency ol capital of the thirties was too much 
grounded in reality lor it to be otherwise. 

RENEXVED TPSWINC. VND THE FORTIES 

Since the (economic de\ elopinents ol tlie l^S. alter the recession 
<3f 1937-1938 v\'t‘re .so dominated by military events, the present 
\^Titer leels that the period between the end of 1938 and 1945 offers 
little that is ol int(*rest from the ^'iewpoint ol business-cycle theory. 
Hence wt' shall be content with a cursory survey of economic events 
up until 1945. 

Starting in Jiiue, 1938, revival set in again, but in .somewhat a 
wavering fashion. Until 1941, each vear's industrial production was 
higher than that t)f the preceding year, but it consistently took a 
.sharp spurt in production in the secoiul halves of these years to 
accomplish this. 

Instrumental in initiating this upswing were Federal Reserv'e 
and Treasury actions. Then came the developments in Europe, 
notably the Munich crisis, which made the outbreak of war im¬ 
minent. How much relation there was between this latter fact and 
the revival in gross business investment it is difficult to say, but 
there was a sharp increase in the level of flow of producers’ 
durables, and disinvestment in plant and equipment reached a low 
for the decade in 1940. Of course, to a certain extent this reflected 
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a long-overdue need for replacement merely to meet current out¬ 
put but, even so, we must reckon the sharp decline in the rate of 
disinvestment as a sign of a revival of expectations among business¬ 
men. Also contributing to the revival was the sharp upswing in 
residential construction. The index of contract values awarded 
rose to the higJiest value it had reached since 1929. Part of this 
must also be rt‘ckoned as a pickup in long postponed replacement 
and reno\ation, while the remainder was also the product of ove'r- 
dne housing to provide for the .shelter needs ol a population that 
had contimied to grow during the thirties. 

We ha\e referred to actions taken b\ the monetar}' authorities. 
Thc'se took th(‘ form of a sharp re\ersal in policv by all concerned. 
The Federal R('ser\ e System (‘ased reserxe recjiiirements in the 
spring of 193S, and in two months excess rcser\es liad risen 1 bil¬ 
lion dollars. In the meantime, tlie Trea.sur^' had abandoned its 
g(*ld sterilization [irogrum, and as gold be^gaii to flow in in .steadily 
increasing amounts (representing, niostlv, fliglits ol capital from 
Eiirope), excess restM ^es continued to grow and bank indebtt^dness 
to the Federal Reser> e steadily diminished. Th(' re.sult was a stead) 
easing of the monetarv situation. Siniiilta!)e(Misl), the Admini.stra- 
tioii quickly changed its mind about proper fiscal policy, and once 
more switched to a policv ol unbalancing the budget, this t’ine with 
no reluctance and with much gu.sto. At the end of 1938, although 
production and national income were ssell below the pc'aks of 1937, 
the reco^'erv was definitely established. 

After a briel .setback in llie first part of 1939, the up.swing con¬ 
tinued with rc‘new'ed vigor. A large amount of impetus came from 
the continued deficit spending ol the Federal Government. At the 
same time government military appropriations rapidly expanded in 
the lattcT part of 1939, although only small suras were actually 
spent in this year. NevcTtlu'less, it is clear that the appropriations 
were enough to raise the marginal efficiency of capital. Lending 
additional stimulus to things was the .speed with which Congres.s 
assured the belligerents access to American output. By the end 
of 1939 the monthly index of industrial production was back to its 
1937 peaks. 

Following, again, a brief setback in the early months of 1940, 
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the upswing took off with renewed and deadly earnest. Table 20 
show’s a big surge in investment in producers’ durables plus a sharp 
rise in inventory investment (much of the latter must be recorded as 
consisting of the speculati\e variety in the face of the growling im¬ 
minence and eventual outbreak of w^ar). The rise in investment in 
producers’ durables, pins the small rise in investment in building 
construction, carried domestic business net capital formation (ex¬ 
clusive of inventory changes) into positive figures for the first time 
since 1929. Bv the end of 1940, all production indexes had reached 
and surpassed all previous peaks. The (*cononiy was gradiiallv' 
approaching lull employment levels, with slight bottlenecks b(‘- 
giniiing to make their appearance. 

The Grtnvlh in Liquidity mid the War 

Until late in 1941, the price level exhibit<‘d trulv amazing sta¬ 
bility'. Table 21 show's a rise in the money supply of ovct 30 per 
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cent, while gross national product rose but 19 per cent. Despite 
this disparity in the rates of grow’th in these two variables, the 
cost-of-living index actually fell a point. A look at the figures for 
income velocity shows a 9 per cent drop in this variable. The pic¬ 
ture is clear. The tremendous increase in the money supply had 
gone into idle cash balances to a large extent. In spite of the excel- 
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lent prospects for the future, both from the business and employ¬ 
ment viewpoints, apparently people could not readily wrest them¬ 
selves away from the dri\'es for liquidity which had overwhelmed 
them during the Great Depression. 

The big factor in the expansion of the money supply was the 
(•norrnous inflows of gold in the years under consideration. This 
factor accounts mainly for the great increase in the money supply. 
Hut as we ha\e just noted, this increase served to raise primarilv 
tlie liquid asset position of the bank ainl nonbank public alike. 
Ihiiik excess res(T\es rose 5.3 billion dollars between the beginning 
of 1938 and the middle of 1940. The nonbank public’s total cash 
asset position rose something like 10 billion dollars in the three-year 
period <Miding in 1940. 

Lending its support to the extreme monetary ease was the 
Federal Reser^'e System. Karly in 1937, the* Federal Ueser\'0 had 
adopted the poliev of “maintaining orderlv conditions in the money 
mark(’t’’ for government securities of all maturities. Thus when 
there was the usual “war scare” at the outbreak of the war in the 
tall of 1939, tlu' System purchased almost 0.5 billion dollars of gov¬ 
ernments, until the crisis on the securities markets had passed. 
During this period the Reserxe Banks also followed a policy of 
bringing do^^'nward pr(\ssure on the entire structure of interest 
rates. Before long \irtually the entire structure was down to its 
low(*st Uwels of the interwar period. 

The situation clearlv was filled with inflationarv dynamite. The 
public was as li(juid as coidd be. Not only was its cash position 
at unprecedented le\’els, but the Federal Reserve System was 
\ irtually guaranteeing the public against a decline in capital \ alues; 
in fact, its policy bordered on one of assurance of gains through a 
rise in seciiritv prices. In addition, the banks were primed to lend 
to all comers, with the full support of the monetary authorities be¬ 
hind them. It was only a question of time before the public would 
shake itself free of its liquidity preferences and go on a spending 
spree. 

Bv the end of 1940 it was apparent that this time had come. 
Price stability came to an end. Coq^orate profits had been running 
high, and labor felt itself compelled to demand wage increases. 
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Gmn the booming prospects of the present and future, together 
with the growing shortages of labor (especially in manutactiiring 
industry), management was not too reluctant to cone('de to these 
demands. But, of course, prices soon started to roll, and during 
1941 the rise in prices was obviously assuming ominous proportions. 
Moreover, the liquidity position of bank and nonbank public alike, 
lar from deteriorating, impro\c»d The big reasons w(Te the* con¬ 
tinued inflow of gold from abroad, the tremendous surge in govern¬ 
ment military spending, and Lend Lease. 

Now it w^as only a matter of time bc'fore price, rationing, and 
allocation controls would be necessary. These came, proinptb 
enough, in the winter of 1942. They came not only as a result ol 
past accumulation (»l li(|uiditv which was now thre.U(*niiig to let 
itself loose on the economy. They came also, perhaps primarih. 
because of the continued astronomical rate of expansion in the 
money supply and icry easy money policy adoptc'd by the monetary 
authorities. For a varietv of r€*asons, .some sound, others less so. 
Congre.ss and the Administration found it difficult to rai.se taxes. 
Although the}' w'ere raised^ they were hardl}' raised enough. And 
even though intense efforts were made to pc‘rsuad(» the nonbank 
public to buy War Bonds, the.se purchases were sadly insufficient, 
too. Since no government in w^artime can tolerate any hampering 
of the war effort by a shortage of funds, the only n*course was the 
banking system. At the same time, the Federal Reserve System, to 
kec'p the interest costs on the rising debt low and to encourage tlu‘ 
banks to let go of their vast hoards of excess reserves, adopted its 
now famous price support program in the bond markets, which 
enabled government securities to acquire a liijuidity comparable to 
that of ca.sh. 

As a result of all these factors, there developed what we havt* 
described earlier as an inflationary gap. That is, the enormous 
volume of government spending on the war resulted in a level of 
national money income far in excess of the full employment income. 
A number of individual savings inducements kept the situation from 
developing into a runaway inflation. Foremost among these were 
the rationing program and outright shortages of goods. Given a 
limited access to goods, people had little recourse but to save. 
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Happily, however, households on a wide scale also developed the 
habit of accumulating liquid assets in anticipation of being able to 
purchase goods much more readily in the postwar period. This 
latter factor is especially significant as an explanation of the com¬ 
parative absence of black markets. In addition, the enormous in¬ 
crease ill the labor supply, provided by women, the elderly segments 
ol the population, and the extcMided work week, enabled the volume 
ol consiinier goods production to be maintained at amazingly high 
rates. As a result, although there' was a considerable amount oi 
saving, a majority ol consumers probablv found their living stand¬ 
ards higher than they had been all during the thirties. This made 
saving all the easier. Ol course, we cannot omit the various savings 
plans and the patriotic inducements to enlist in bond purchase pro¬ 
grams, nor can \V(' leave out the high lev^el of taxes, all of which 
divertc'd current income from consumption outlets. 

All the .sources ol savings developed during the war were just 
what the doctor orderetl tor purposes of war finance, so long as the 
gov'eniment was financing the war primarily bv borrowing from the 
commercial banks. But the doctor w'as bound to be confronted with 
a bad case of inflationary fever in the postwar period. Tht* economy 
came out of the war with an accumulation of liquid assets that was 
without parallel in financ'ial history. There may have been greater 
expansions in the money supply in other ptniods of tht* past, but 
these had l>een rapidly .spent on inflationary price movements. 
This time an ov'erwhelming expansion in the money supply had 
occurred which was stored up for the years of plenty. 

The increase in the liquid asset holdings of individuals and 
businesses between the end of 1939 and the end of 1945 is fantastic. 
The total value of such holdings rose from 69 billion dollars in 
December, 1939 to 227.5 billion dollars by December, 1945, an in¬ 
crease of 231 per cent. In the same period the volume of currency 
in circulation advanced from 5.8 billion to 25.5 billion dollars, de¬ 
mand deposits went from 20.9 billion to 60.2 billion dollars, and 
U.S. Government securities jumped from 12 billion to 86.9 billion 
tlollars.” The importance of these figures is further emphasized by 

'*Thc Federal Reserve Bulletin (August, 1950), p. 967. In this is.sue the 
Bulletin presents a breakdown of the distribution of liquid asset holdings be- 
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the comparatively narrow limits within which price movements 
were held during the war period, so that most of this increase in 
liquidity was “real/' Moreover, many people in low-income (high 
marginal spending) brackets were holding licjuid assets virtually lor 
the first time. And the “support " policies of the Federal Reserve 
Svstein made government securities virtuallv as liquid as cash. 

The Poshvar Boom 

As was to he expected, there was a slight letdown in economic 
activitv following the end of the war, pending reconversion. But 
reconversion proved surprisingly brief; unemplovment w'as held to 
a minimum, keeping within the upper limit of 3 million workers 
during the period of reconversion and demobilization. By late 
winter of 1946, output of all types of manufactures (durable and 
non-durable) was well along the path of expansion. The picture 
of postwar expansion is clearly recorded in I'able 20. Private 
domestic capital formation rose to all time highs. Production ol 
producer durables, business construction, residential c'oustniction, 
investment in inventories—all set new records. 

The reasons for this are almost too self-evident to be pointed out. 
First of all, there was the tremendous accumulation of replacement, 
not only from the war period, but also from the dc*pression of the 
thirties. There was a long overdue need for expansion. There was 
an accumulation of technical improvements waiting to be incorpo¬ 
rated into the processes of production. There was the tremendous 
surge in population during the war to lend additional impetus to 
residential construction as well as to business in general. The 
enormous backlog of deferred consumer demand provided business 
with a further .spur to investment. And, finally, the vast accumula¬ 
tion of liquid assets of business itself enabled it to finance its pro¬ 
grams of investment with a minimum of difficulty. 

Of course, the expansion was not confined to business invest¬ 
ment. Households, with their pent-up deferred demand and their 
vast accumulation of liquid assets, went wild. The consumption 
function literally rocketed upwards, as a glance at the consumption 

tween groiip.s and individuals on an annual basis between December, 

19M i^id. December, 1949. 
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columns in Table 21 will reveal. During 1946 the average pro¬ 
pensity to consume, according to our rough figures, jumped 13 per 
cent. A race began for consumer durables, the production of which 
established new records in each year until the recession of 1949. 
Xfuch of this rush into consumer durables must be taken to be the 
product of accumulated replacement carried over, like that of busi¬ 
ness plant and equipment, from the years of depres.sion and war. 
In addition, the e\treinely high personal incomes, the accumulation 
of liquid assets, and, to be sure, the great expansion of consumer 
credit v^hich occurred (total consumer credit increased some 9.5 
billion dollars between 1945 and 1949), all enabled new groups to 
acquire possession of many consumer durables for the first time. 

Adding to the forces of expansion in the postwar years was 
the enormous lex el of exports balances in the merchandise foreign 
trade accounts. For th(* years 1946, 1947, 1948, and 1949, the export 
x'olumes read as follows: 11.8 billion dollars, 16.0 billion dollars, 13.5 
billion dollars, and 11.8 billion dollars. Ev en though they fell after 
1947, the high level exports were an important factor during the post¬ 
war expansion. Of course, the big factor in the extraordinary de¬ 
mand for American products was the deva.stating damage to Euro¬ 
pean industry brought about l)y the war, plus the willingness of 
the U.S. Federal Government to grant extensive loans. 

Meanwhile, if there was any possibility of a tightening of credit 
conditions, monetary policy saw to it that no such thing would hap- 
pc'ii. The Federal Reser^'e Svstem, under pressure from the Treas¬ 
ury, continued its policy of maintaining gov ernment security prices, 
so that government .securities were as good as cash (in fact, better, 
because they earned interest) to the bank and non-bank public. 
Thus any time the banks found themselves growing short of re¬ 
serves, they simply unloaded government securities on the Federal 
Reserve System at the pegged prices. While some restrictive 
measures were taken, .such as the removal of the “peg” on short 
term governments in July 1947, the reduction of support prices in 
December 1947, the raising of rediscount rates, and a program of 
debt retirement (about 26 billion dollars through mid-1948) by 
means of Federal budget surpluses, the basic policy of freezing 
long-term interest rates, at least, nullified the effect of much of 
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these actions. Thus within a year after the support prices on 
Treasury bonds were lowered, the Federal Reserve was compelled 
(by its continued support policies) to acquire some 11 billion dol¬ 
lars in bonds from banks and other investors. The reason for this 
does not concern us at this point; what does was the demonstraled 
ability of the bank and non-bank public to exercise an exlraordinary 
degree of control over bank reserves and the money supply in gen¬ 
eral. Even with the vast accumulation ol licpiid assets, the 16 
billion dollar expansion in commcTcial bank loans in the three year 
period ending December 1948 gives strong indication that business 
firms and households were still in need ol credit to finance the 
acquisition of durable goods. 

The main factors in the postwar boom, then, appear to have 
been (1) a tremendous surge in autonomous invt^stment, business 
and residential, spurred by a huge accuniiilation of tc^chiiological 
improvements and the need to provide for a spurting population: 
(2) an extremely high rate of induced investment in business plant 
and equipment and inventories, receiving a powerful impetus from 
the tremendous backlog of replacement demand for plant and equip¬ 
ment and the enormous amount of deferred demand for consumer 
goods (particularly consumer durables), with the latter, in turn, be¬ 
ing maintained by high consumer incomes, the great acciimulation.s 
of liquid assets, and the ease of obtaining consumer credit; (3) the 
huge exports in the merchandise foreign trade balance; and (4) the 
extremely elastic supply of credit maintained by the price support 
policies of the Federal Reserve System. 

One thing that impresses the present writer is the lack of new' 
manufacturing industries leading the way in the postwar expansion. 
Between the end of the war and the middle of the third quarter oi 
1949, when the television industry underwent a tremendous ex¬ 
pansion, there appears to have been no new or comparatively new 
manufacturing industry with outlets for autonomous investment on 
a scale comparable to the investment ramifications arising out ol 
the automobile industry in the twenties. Looking over the leadeis 
in industrial output, one sees much the same industries leading the 
way. True, there was a tremendous expansion in consumer dura¬ 
bles, and many of these, like washing machines and home freezers. 
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might be classed as new (in terms of the great increase in tlie 
number of new users). But, on the whole, the great demand for 
most consumer durables seems to have been the product of a vast 
acciiiniilation of wartime savings and the postwar adoption of many 
of them into the categorv of household necessities, plus the great 
accumulation of deferred demand carried ovct from the war period 
and beyond. The latter accumulation must be taken to represent, 
ill large measure, a deferred replacement demand, deferred either 
liecaiise of cyclically low incomes in the thirties or because of 
limited production during the war period. Thus we mav say that 
the vast purchases of consumer durables, including automobiles, 
represent, in the main, (1) the efforts to make up for long deferred 
r(‘placement, and (2) the normal long run rise in the Ihing stand¬ 
ards of the nation, the latter taking the form of a secular upward 
shift in the short run coiivSiimption function. 

The significance of the foregoing is that, except for residential, 
and jjerhaps public utility construction, there appears to have been 
a lack of autonomous in\estment, particularly the type emanating 
from some great inno\ation(s). On the contrary, if the above 
analysis is correct, a distressing amoimt of investment appears to 
ha>'e been of the "imlucccr varieb, signifying that it will tend to 
depend on (lliat is, be fiinctionallv related to) the level of national 
income, instead of being independent of and leading the latter. 
This would bode ill for the future. Unfortunately, it is too early 
and difficult to attempt to corroborate such a thesis. The most im- 
portarit obstacle to corroboration is the e.\trc*mely high level of 
government spending. With its great emphasis on military outlays 
and foreign aid, government spending has, of course, been autono¬ 
mous, too. It is extremelv difficult to tell what the behavior of the 
<‘conomy would be (or would have been) without the.se abnormal 
government peacetime activitie.s, but there are some interesting 
<piestions to be raised in this connection. 

The Inventory Recession of 1948—1949 

The major upswing which began in late 1945 and early 1946 was 
interrupted in the late Fall of 1948 by a minor recession, which was 
primarily an inventory recession. That the decline in national in- 
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come was dominated by the beliavior of investment in inventories is 
revealed by the figures in Table 20. Column 4 shows a radical 
change in this form of ime'stmcnt from a positive value of 6.5 billion 
dollars in 1948 to a negative value of —3.7 billion dollars in 1949. 
Such an extreme change in this form of investment was bound to 
exert a deflationary influence which would show up in gross national 
product figures. In some contrast, 1949 gross prixate imestinent in 
producer durables and building construclion lell but 1.4 billion 
dollars below its 1948 rate, reflcx'ting, in part, the gradual comple¬ 
tion of war-deferred investment programs in new and expanded 
plant and equipment. Some of this decline in fixed investment un¬ 
doubtedly also reflect(*d the effects of declining sales and reduced 
profit expectations during the recession. Thus the decline in total 
gross investment appears to have been comprised largely of a 
decline in induced investment. 

The recession began in the Fall of 1948. Widespread cutbacks 
of new orders began in October and continued at an accelerated 
rate until February 1949. In November the Federal Reserve index 
of total industrial production began a decline which continued un¬ 
interrupted through to (and including) July of the following year; 
all together the decline in this index amounted to 34 points. De¬ 
partment store sales fell 22 per cent in the same period, although 
these never regained their 1948 levels until the outbreak of the 
Korean war. The wholesale prices and cost-of-living indexes fell 
12 and 5 points respectively; th(\se, however, continned to fall 
slightly for about six months after the recession ended. Unemploy¬ 
ment increased from the base minimum of about 2 million workers 
to a figure which approximated 3.5 million; this was about 5.5 pe^ 
cent of the labor force. Hourly wages, however, not only did not 
fall, but rose slightly, real hourly wages in manufacturing industry 
rising some 2.6 cents during the recession. 

The decline in production was led, as usual, by producer and 
consumer durables. Declines in production of producer durables 
ranged from 14 per cent to over 25 per cent. A notable exception 
to these declines was electrical machinery, indicating that tht' 
electricity industry was still fulfilling its role of the twenties and 
thirties and still providing an important channel of autonomous 
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investment. [As a matter of fact, in the four year period 1946-1949, 
the public utilities (including the railroads) spent 10.4 billion dol¬ 
lars on construction alone, a sum which was almost 50 per cent 
of the amount spent on all domestic business construction.] Con¬ 
tractions in the production of consiiiner durables ranged from 7 
per cent to 35 pcT cent, with the affected industries being those 
dealing in household appliances. The principal exceptions in the 
consumer durables categories were the automobile and television 
industrit‘s, the latter just coming into its own in 1949. The declines 
in production of household appliances reflected mostly the catching 
up with backlog dcinands, but, to a certain extent, mav also have 
l)ecn the product of a fall in the demand for consumer durables 
following the reimposition of consumer credit controls in the Fall 
of 1948. Hie declines in the prices of these various durables also 
reflected a growing dependence on sales to newcomers, an increas¬ 
ing dt^pendence on current income. 

The origins of the recession were threefold. There was a policy 
of monetary restriction carried out by the Treasury and the Federal 
Reserve System, a sharp and abrupt decline in the country’s mer¬ 
chandise e.xport trade balance, and a decline in the ratio of con¬ 
sumption to national income (which we have taken as a rough 
measure of the average propensity to consume), accompanied by a 
.sharp decline in the rate of growth of consumption. 

A close follower of Mr. Hawtrev’s theories might be tempted to 
point to the de\elopment of certain restrictive monetary and fiscal 
policies as the source of the contraction. Certainly, there was a 
strong coincidence of timing between the beginning of the recession 
and the attempts to tighten credit conditions on the part of the 
Federal Reserve System and the Treasury. The latter utilized an 
8 billion dollar cash surplus largely to retire 8 billion dollars of 
marketable debt, the bulk of the retirement occurring in tlu* first 
(piarter of the year; sojnc 70 per cent of the amount retired was 
held by the* Federal Reserve System. Rates on Treasury bills went 
np from 1 per cent to 1.38 per cent; those on certificates rose from 
1.13 per cent to 1.25 per cent. 

In February and June of 1948, reserve requirements for member 
banks in New York and Chicago were raised 2 percentage points. 
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Again, in September reserxe requireinexits on all member banks 
were raised another 2 percentage points. The first actions increased 
reser\e requirt'racnts about 1 billion dollars, torcing the banks to 
sell government securities to the Federal Reserve in order to ac¬ 
quire additional reserve's. The second series ol actions, however, was 
designed to offset an increase in bank reserves deriving troni an in¬ 
flow of gold of 1 billion dollars (between February and October) 
and sales oi government securities to the Fe*dc‘ral Reserv'e System 
by non-bank holders ol governments. Rediscount rates at the Re¬ 
serve Banks were raised .25 per cent in Jaiinarv and again by the 
same amount in August, at which time thev stood at 1.50 jier cent. 

The net eflect of these actions was a reduction in the liejnidity 
position ol the banks. But the reduction in liquidity took the form, 
primarily, of a reduction in the volume of government s(*cnrities 
held by the banks, a decline which totalled about 6.5 billion dollars. 
Excess cash reserves actually rose 200 million dollars. Rediscounts 
and advances at the Federal Reserve banks rose 74 million dollars 
between June and October. The evidence indicates that the banks 
were not placed under too much pressure, as may be seen in the 
fractional rises in borrowing costs at the banks. Between Mai’ch 
and December customer rates rose but .18 per cent in New York 
City and an av'erage of slightly less than .30 per cent elsewhere in 
the country. Open market rates on prime pa|>er rose between .13 
per cent and .25 per cent. Moody’s average yields for all corporate 
securities went from a low of 3.00 per cent in June to a high of 3.12 
per cent in Nov^ember. Aaa’s rose from a low of 2.76 per cent in 
June to a high of 2.84 per cent in November, Aa’s from a low ol 
2.85 to a high of 2.94 between June and October, and Baa's from 
a low of 3.34 in June to a high of 3.53 in November. 

Small increases in the structure of interest rates like the fore¬ 
going can hardly have had much effect on the demand for loanabh^ 
funds, unless there was a fall in the marginal efficiency of capital 
from its high levels of previous years. This would seem to be borne 
out by the rise in yields on long-term corporate securities in 1947, 
without any visible effect on corporate investment. Between July 
and November of 1947, Moody’s average of yields on all grades of 
corporate bonds rose from 2.80 per cent to 3.02 per cent; similarly. 
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the yields of corporate stocks rose from 4.9 per cent to 5.4 per cent. 
Thus the costs of long-tcrin borrowed funds rose 8 per cent, while 
ihe costs of e(juity funds may be said to have risen roughlv 10 per 
cent. These latter figures contrast with a rise of 4 per cent and 
11 per cent respectively in 1948. Because business expectations 
were buoyant in 1947, the rise in the costs of long-term money had 
no f‘flect on corporate invt‘stineut. But because something must 
have happened to damp these expectations in 1948, the demand 
lor loanable funds fell off. What did happen to impair the marginal 
efficiency of inve.stment (particularly in inventories) we shall dis¬ 
cuss in later paragraphs. 

Nor do the Ijanks appear to have displa\ ed much reluctance to 
l(‘iid. While the rate of expansion of bank loans in the second half 
of 1948 was less than that of 1947, there were still sizable expansions 
in loans in August, September, and October—the critical months of 
the year. In thc.se three months commercial, industrial, and agri¬ 
cultural loans increased about 400 million dollars, 250 million dol¬ 
lars, and 2(K) million dollars, respecti\ ely. Moreover, it is, again, 
impossible to tell how much of the difference in the rate of increasf* 
in loans in 1947 and 1948 (total loans at commercial banks increased 
6.9 billion dollars in the former year, compared with a 4.4 billion 
dollar increa.se in the latter) was due to a growing inelasticity in 
the supply conditions of credit and how much of it was th<* product 
of a shrinking demand for bank credit which had its origins in other 
changes occurring in the economy. For example, there was the 
decline in the marginal efficiency of investment in inventories. In 
addition, a substantial amount of investment funds was obtained 
from jion-bank leaders. Very large loans were made from insurance 
companies, mutual savings banks, and savings and loan associations, 
all of whom made loans whose combined total was about 9 billion 
dollars during the year ending October 1948. Moreover, business 
resorted to increased internal financing out of record high profits. 
Thus in the face of record profits, dividends were 10 per cent and 
13 per cent less in the second and third quarters of 1948 than they 
had been in the corresponding quarters of the previous year. 

Certainly, if the smallness of the increases in short-term interest 
rates means anything at all, it does not reveal a sharp stiftening of 
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attitudes on the part of commercial banks. Earlier in the year these 
bunks had shown little hesitancy in unloading go\'ernment securi¬ 
ties on the Federal Reserve System in order to e\pand their loans 
to the private sector of the economy, c\’en though thev' liad raised 
loan rates somewhat. But although tht'y receixed a siihslantial 
\olume of new re.serves in October as a result of continued Federal 
Reserve purchases of government securitic’s from noii-l)ank in¬ 
vestors, these funds were used to rebuild the banks' holdings ol 
short-term governments. It is straining the imagination a bit too 
mncli to suggest that the small increases in short-term rates were 
re.sponsible for the decline in the demand for bank Innds. 

However, it would be unwise to impute no responsibility at all 
for the recession to the restricth'e policies of the monetary au¬ 
thorities. When banks find it necessarv to sell go\ eminent .securi¬ 
ties in order to offset a drain on cash reserves r(*sulting from debt 
retirement with budget cash surpluses or to meet an increase in 
reserve requirements, their liquidity is reduced, and they are likely 
to be somewhat less willing to sell more of such securities in order 
to expand their loans to business. The rea.son is that go\ eminent 
securities are much in the nature of excess reserves, so long as they 
can be readily sold without fear of capital loss; the latter was pos¬ 
sible then because of the market support policies of the Federal 
Reserve System. Hence we may say that because the policies we 
have described all served to effect a reduction in bank holdings of 
governments, they acted to reduce, to a certain extent, the potential 
lending power of the commercial banks. 

Perhaps the most important restrictive action the Federal Re¬ 
serve undertook was the revival of consumer credit controls, which 
had been allowed to expire in November 1947. These controls were 
revived in September 1948. Prior to this month bank loans to con¬ 
sumers had been expanding at the rate of approximate!)- 80 million 
dollars a month. After September, however, this type of bank 
lending abruptly ceased. Simultaneously, sales of consumer dura¬ 
bles, which had been setting records during the first three quarters 
of the year, suddenly began lagging at an alarming rate. There 
can be little doubt that the abrupt change in the volume of con¬ 
sumer kHmf by banks and the sudden lagging tendencies of sales of 
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consumer durables reflected to a large extent the reinipositioii of 
consumer credit controls by the Federal Reserve System. 

However, it would be inaccurate to ascribe sole responsibility 
to consum(*r credit controls for the decline in consumer durable 
sales. Undoubtedly sharing to some extent in the responsibility for 
this turn of events were factors which were responsible for the de¬ 
cline in the rale of advance of sales of non-diirable consumer goods 
earlier in the year. These factors include such things as a decline 
in the savings and lk[iiid a.sset position of consumers, the catching 
up with deferred demand, and an increasingly easy supply situation. 
Where backlog demand continued strong, as in automobiles, 
there seems to have be(Mi no decline in the rate of advance of in¬ 
stallment sale credit. Thus automobile installment sale credit in¬ 
creased appro.xiinately the same amount during the month of 
October in 1948 as it had in the same month a year earlier. 

Much more important as an explanation of the recession, in the 
opinion of the present writer, was the 2.5 billion dollar decline in 
the volume of merchandise export trade w hich occurrc'd in 1948. 
The decline set in at the very start of the year. That it provided 
a sharp jolt to the domestic economy of the U.S, w'ill be realized 
w^hen note is taken of the fact that the year before had seen a 4.2 
billion dollar increase in the mc'rchandist' export trade. The rea¬ 
sons for the reductions are to be found in the rapid strides 
toward recovery Europe began to make under assistance from the 
Marshall Plan and by dint of good hard work at henne. Part o^ 
the explanation also lies in the dilficulties many European countries 
were hav ing in obtaining dollar exchange; moreover, what exchange 
they did get was subject to rapid depreciation in purchasing power 
by the price inflation in process in the U.S. Because of the rela¬ 
tively minor role that foreign trade plays in the gross national 
product of the U.S., care must be taken not to exaggerate the im¬ 
portance of the decline in the export trade as a factor inducing 
the recession. Nevertheless, in the presence of other deflationary 
influences during 1948, there is little doubt that the sharp change 
in the direction of the movement of the nation’s export volume 
exerted a damping (though short run) influence on businessmen’s 
expectations. 
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The most important explanation of the recession is, in the author’s 
opinion, an underconsumptionist one. The support for this view is 
to be found in Table 22. In 1948 gross national product rose some 


Table 22 Consuniptwn and investment, J938-1949 
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Consumption 
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Inventories 
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(ill millions of dollars) 



1938 

-973 

- 2,741 

- .04 

.76 

1939 

441 

- 2,179 

.05 

.74 

J940 

2,275 

-646 

.07 

.71 

1941 

3,874 

+ 615 

.14 

.65 

1942 

2,065 

- 3,506 

.11 

..56 

1943 

-922 

- 5,5.34 

.12 

.53 

1944 

-809 

- 4,912 

.09 

.52 

1945 

- 746 

- 2,908 

.10 

.57 

1946 

6,711 

5,133 

.19 

.70 

1947 

71 

8,856 

.13 

.71 

1948 

6,455 

+ 11,.323 

.07 

.68 

1949 

- 3,713 

+ 6,914 

.008 

.70 


27 billion dollars over its level of the pre\ ions year. Yet our figures 
show that the average propensity to consume fell 3 percentage 
points. This fact may be taken as an indication of a downward 
drift in the position of the short-run consumption function from its 
immediate postwar peaks. At the same time the rate of growth oi 
consumption fell 6 percentage points. The latter figure is especially 
significant, for it took place independently of the movement in 
national income, the fall in the rate of growth of consumption occur¬ 
ring in the face of a steady growth rate in national income. The 
result was a sharp rise in the rate of inventory accumulation, and 
mostly on an involuntary basis. There can be little doubt that the 
great amount of inventory investment recorded for 1948 was of th(* 
unplanned variety, particularly in the late months of the year. The 
reason, of course, was the levelling of consumer demand. As early 
as January 1949, the Survey of Current Business (of the Department 
of Commerce) saw fit to devote considerable space to a discussion 
of the change in the rate of consumer spending, to note carefully 
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the sagging tendencies in retail trade, particularly in the last quarter 
of 1948. Where sales of non-durable consumer goods had shown a 
marked decline in their rate of increase all during the year, in the last 
quarter the trend also began to affect noticeably consumer pur¬ 
chases of consumer durables (except automobiles). A marked shift 
in the composition of inventories in favor of finished commodities 
was noted. A greater than seasonal drop in retailers’ orders to 
manufacturers was also important enough to deserve spraal men¬ 
tion. All these* factors bear out our figures on consumption in 
Table 22. 

An interesting question arises at this point. The figures in 
Table 22 show that the rate of growth of consumption declined by 
6 percentage points in 1947, also. Why, then, did not a recession 
occur in this year? The answer to this query is not difficult to find 
and affords an interesting insight into the nature of inx eiitory in- 
\’cstment. It is clear that the accumulation of inventories is not 
always deflationary; it depends on whether such investment is of 
the planned or unplanned variety. It dc*pends also on the state of 
the ratio of inventories to monthly sales; if this ratio is well below 
the figure which businessmen are accustomed to maintain, even 
unlooked-for inventory acciirniilation will not necessarily be de- 
flationaiy. One indication ol the situation in 1947 and 1948 may 
be gleaned from an examination of the ratios of inventories to 
monthly sales in the prewar and postwar years. The axerage ior 
the ratio of total retail in\x*iitories to total retail sales during the 
month of October in the prewar years was about 1.55; in October 
1948 this ratio was 1.37, an increase of 16 per cent over its xalue 
during October 1947, but apparently still significantly less in x'alue 
than its prewar figure. The ratio of total inxentories to total sales, 
however, does not gix’e too accurate a picture of the behavior of 
consumer outlays and inventory accumulation during 1948. The 
reason for this is that it is considerably influenced by consumer 
durables, the sales of which held up quite well during most of 
1948—until the imposition of consumer credit controls. In fact, 
durable goods sales increased some 20 per cent during 1948 and 
constituted o\^er half the increase in consumer expenditures in this 
year. 

On this account, it seems better to compare the ratio of non- 
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durable inventories to non-durablc sales in the prewar and postwar 
.periods. In the month of October in prewar years, the ^’ahle of 
this ratio for retailfTS a\eraged about 1.36; its value in October 
1948 was 1,25, an increase of sonu* 17 pe*r cent o\er its value of 
October 1947. 'I’he value of the same ratio lor wholesalers reached 
a value of 1.08 in Octob(T 1948, compared with an av’eragc’ ol 1.01 
for this month in the pr(*war period. Thus it is clear that bv 
October 1948, ratios of inventories to monthly sales in soft poods 
had risen to values closely approxiinatinp their prewar fipures. 
lTndoubt(‘dly adding to the discomfiture^ of busiiK'ssinen, and, it 
is not unreasonable to assume, being responsible for a certain 
amount of unplaniK'd inventory accuniulation. was thi‘ sharp fall 
in the rate of increase ol retail sales of non-ilurabh' consumer goods 
in the crucial tliird cpiarter ol 1948. For the year as a whole’, such 
sales increased some 6 per cent above their dollar values of the year 
before. But whereas their average quarlc’rly rate of increase in 
1947 approximated 3 per cent, this figure drop])ed to less tlian 1.5 
per cent in 1948. During the third (piarter of 1948 the ratt' ol 
change of retail sales ol non-durables fell from a positive figure of 
2 per cent to a negative one ol —0.5 p(T c(‘nt. 

Thus it is clear why the 6 per cent decline in the rale of growth 
of consumption in 1947 did not precipitate a recession in this vear, 
but did so in 1948. The^ decline in this varisble in the fornicT y(‘ar 
permitted businessmen to build up their inventories to a level which 
approximated their normal relationships to monthlv sales. By the 
middle of 1948, this had been pretty much accomplished. Ilcncc 
with the continued decline in the rate of growth of consumption 
finally culminating in an actual change in the direction of the mov(*- 
inent of retail (non-durable) .sales, resulting in a fall in their absolute 
volume, th<Te was good cau.se for alarm and possible retn’nchment, 
at least in inventory investment. To these remarks should be added 
tho.se made earlier in connection with the effects of consumer credit 
controls. It is not unreasonable to suppose that businessmen be¬ 
came additionally fearful that the reimposition of these controls 
would add to the downward movements in retail sales that had set 
in earlier in the year, as, in fact, they did. 

It might further be noted that we are not laying sole responsi- 
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bility for tlie recession at the feet of the apparent decline in the 
consumption function and the rate of growth of consumption. 
There were also the sharp fall in the export trade volume and the 
policy of monetary restriction discussed earlier. There can be little 
doubt that their appearance at a time when consumption was exert¬ 
ing d(*llationary pressures certainly added to these effects in a sig¬ 
nificant manner. The reasons lor assigning rt*latively more im¬ 
portance to tlie behavior of consumer spending may be put in the 
following way. On the one hand, it must be admitted that had 
the patterns of coiiMimer spending we ha\e described occurred in 
the absenct' of the othtT two factors, the recession would probabb' 
ha\e been less se\ere; but one would still have occurred (in th * 
rnainier, perhaps, of the recession of 1927). On the other hand, 
the chances of a recession taking place based on th(* other two 
factors aloni*, and in the face of a continued rate of growth of con¬ 
sumption like that of 1946, are extremely problematical, to say 
the least. 

The reasons for the decline in th(» consumption function and 
the rate of growth of consumption are not hard to find. In the first 
place, it is clear that the backlog of consumer demand was rapidly 
being filled by the end of 1948. At the same time, the 43 per cent 
rise in the cost of liNing index had plaved havoc with the accumula¬ 
tion of wartime savings. These had become rapidly exhausted by 
the end of 1918. 7'he combined effect of these two developments 
was undoubtedly a drop in the position of the consumption function 
from its abnormally high postwar levels. People were now regulat¬ 
ing their consumption expenditures more closely in accord with 
their current incomes now that their wartime savings were gone. 
And the'V were able to do this without discomfort, because their 
most pressing needs had been satisfied in the preceding years. 
The result was that even though consumer disposable income con¬ 
tinued to rise well alxne its levels of 1947 (because of reduced per¬ 
sonal income taxes, state veterans’ bemuses, and higher M^age and 
salary pa^■lnents), the rate of increase of consumer outlays fell 
sharply. 

If, now, the question is asked, why didn’t a major downswing 
develop out of this inventory recession, the answer, as usual, lies 
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in .'i stronj^ and increasing rate of autonomous investment, with an 
extraordinary amount of stimulus being provided by expanded gov¬ 
ernment (deficit) speeding. In the private sectors of the economy, 
the principal sources of stimulus were provided by the residential 
construction and automobile industries. 

During ]948 and 1949 the residential cocistructiou industry 
underwent a tremendous expansion, just as it had in the postwar 
period following World War I. The .shortage of housing was, of 
course, extreme, and the demand for housing was given further 
impetus by the very easy conditions of real estate cn'dil, particularly 
in the case of GI housing loans bv the Federal Go\'ernmeut. Even 
during the recession, the rent index continued to rise, giving further 
indication that the demand for housing continued unabated. The 
results are to be seen in Table 20. Where business construction 
declined in \olume, residential construction rose 1.4 billion dollars 
The importance of this is reflected for example in the continu(*d 
high level of production of building inachin(*ry, while the produc¬ 
tion of most other producer durables was falling off. 

In similar fashion, the production of automobiles continued to 
expand in the face of declines in all other consumer durables. This 
industrv had been faced with bottleneck problems from the end ol 
the war, mainly as a result of steel shortages. The re.sult was th.il 
the backlog of demand for automobiles had still gon(‘ unsatisfied t(^ 
a large extent by the end of 1948. In fact, the banner production 
of passenger cars in 1949 topped all previous records in the history 
of the automobile industry. Much of the demand for cars repri*- 
sented a long deferred replacement demand, as in the cases of pro¬ 
ducer durables and other consumer durables. In addition, how- 
ever, it undoubtedly represented an important part of the secular 
rise in the short run consumption function, a symbol of the nation’s 
adjustment to higher living standards. In the present writer's 
opinion it was these factors which gave the automobile industrv 
the misleading appearance of being a source of autonomous in¬ 
vestment. Nevertheless, this was and is not the case. Even the 
(secular) upward shift in the consumption function indicates noth¬ 
ing of the sort. It merely signifies the adoption of the automobile, 
more than ever, as an integral part of the American standard of 
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living. In the end. this will only mean a greater dependence than 
ev'tT of the automobile industry on the level of national income. 
As a matter of fact, the extreme importance of this durable con¬ 
sumer goods industry in the modern economy will only add to the 
latter’s instability. 

Finally, there was a sharp expansion in government spending in 
1949, which was equal to (perhaps greater than) the importance of 
tilt' above factors as a source of stability during the recession. Evi¬ 
dence of this is the 2 billion dollar rise in public construction in 
1949. Much of this was the product of long deferred replacement 
repairs by all levels of government, who had postpoiu'd such 
projects during the period of inflationary price movements in the 
postwar years. Most of the stabilizing influence came from the 
Federal Governnient. I’he national debt rose some 4 billion dollars 
in the course of 1949, as Federal outlays increased in the face of 
(cyclically) declining Federal revenues. The most significant as¬ 
pect of this was the 6.6 billion dollar ri.se in Federal outlays ov^er the 
levels of 1948. Chief among the reasons for the expansion in 
Federal spending were increased military spending, a great expan¬ 
sion of foreign aid in connection with the European Recovery Pro¬ 
gram, and agricultural price support activities. I'htTc was also an 
expansion of 2 billion dollars in the volume of total purchases by 
state and local governments. Bearing out the figures on public 
construction in Table 20, a breakdown of state and local expendi¬ 
tures shows that the bulk of these increased e.xpenditures went into 
a growing volume of school, higlwa^^ and other construction. The 
size of the increase in Federal expenditures and those of other levels 
of government, and particularly, tlie size of the cash deficit of the 
former, create strong grounds for ranking govt'rnment spending, 
at the very least, on a par with the aforementioned factors as a 
stabilizing autonomous investment influence. 

Acting somewhat as a weak adjunct to the greater spending of 
government, the Federal Reserve System reversed its policy of 
monetary restriction invoked in the early months of 1948. While no 
efl'ort was made to lower discount rates at the Reserv^e Banks, a 
substantial effort was made in the direction of monetary ease by 
lowering reserve requirements during 1949. Between May 1 and 
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September 1 reserve requirements at all member banks were re¬ 
duced 4 percentage points, releasing a total of 3.8 billion dollars of 
reserves; by August 1, at which time the index of total industrial 
production turned upwards, reserve requirements had been reduced 
2 percentage points. The bulk of these increased reserves was used 
by the banks to increase their holdings of government s(‘curiti(‘s, 
however. The consequent effecf on bank reserves at a time when 
the availability of credit should have been increased induced the 
Federal Reserve, at the end ol June, to cease making go\cmnients 
available to the open market and let the demand for such securities 
be reflected in a fall in their yields. But the sharpness of the fall in 
the latter soon prompted a renewal of open market sales by the 
Reser\e Banks, although at a vastly reduced rate compared with 
that of the first half of the year. Thus there was no open market 
purchase program by the monetary authorities nor am' reduction 
in rediscount rates, simply a reduction in reser\e reejuirements. 
Nevertheless, the moderate decline in yields on government securi¬ 
ties that occurred had the effect of making such securities a some¬ 
what less attractive alternative to business and other loans, and, 
together with the overall increase in liquidity of the banks, was un¬ 
doubtedly conducive to more lenient lending policies by the banks. 
AvcTage rates on short term commercial loans reflected this a bit 
by declining from a peak of 2.74 per cent (reached in June) to 
2.63 per cent during the third quarter of the year and remaining 
approximately at this level for the remainder of the yt*ar. Open 
market rates on prime paper also fell fractionally from 1.19 per 
cent to 1.06 per cent on July 5. 

There was an expansion of business loans of about 1.0 billion 
dollars in the last five months of the year. However, it would 
appear quite definite, from the tiny reduction in the structure of 
short-term interest rates, that this expansion was largely the product 
of an increase in the demand for funds arising independently of the 
policy of monetary case. It should be admitted, though, that the 
overall increase in the liquidity of banks’ portfolios probably en¬ 
abled the banks to facilitate, to some extent, the expansion in pro- 
ckiction that began in August. In addition, the re-emergence of 
diftsoiial patterns in the volume of outstanding consumer install- 
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ment credit during the first two months of the year prompted the 
Federal Reserve to ease consumer credit restrictions, and at the 
end of June, these ceased altogether. The result was an immediate 
increase in the a^'e^age monthly rate of expansion of total installment 
credit, certainly a salutary influence on the economy during its 
period of readjustment. All things considered, however, there is 
little doubt that the monetary factor must be assigned distinctly 
a passive role in an explanation of the resumption of the major 
upswing in business activity which began, with renewed vigor, in 
August 1949. 
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CHAPTER 14 

MONETARY POLICY AND THE BUSINESS CYCLE 


Attitudes and opinions regarding the proper public policy to be 
employed with respect to the business cycle are marked by extreme 
diversity. These divergent viewpoints, moreover, are to be found 
among professional and informed observers, as well as the unin¬ 
formed, "amateur” groups. Broadly speaking, we may group these 
diflerent points of view under three categories: (1) lamez fain\ 
(2) contra-cyclical policy, and (3) public policy implied by stagna¬ 
tion theories. It is probably not unduly inaccurate to say that, 
among the informed, the first and last conceptions of proper public 
policy represent comparative minority viewpoints, with the bulk 
of professional opinion, at least, adhering to a contra-cyclical ap¬ 
proach. However, if the various “employment acts” may be used 
as criteria, apparently the large body of world public opinion has 
now become committed to a positive contra-cyclical policy, too. 
While the present book is more or less committed to the latter type 
of policy also, we should briefly examine the nature of all three 
schools of thought, if for no other rca.son than to establish a 
sounder basis for adherence to the contra-cyclical approach. 

LAiSSEZ FAIRE AS A POLICY FOR BU.SINESS CYCLES 

Since the term laissez faire traditionally implies a “hands-ofF' 
type of government economic policy, it may secern odd to the 
reader that such an approach is called a policy. Yet if this approach 
is consciously undertaken, it represents as much a type of policy as 
does One designed to reduce the amplitude and intensity of the 
cycle. Most proponents of the laissez-faire viewpoint see something 
506 ’ 



MONETARY POLICY AND THE BUSINESS CYCLE 


507 


necessary or beneficent about the business cycle, and it is these 
latter qualities which provide the basis for their support of such 
a viewpoint. 

Some adherents of a laissez-faire policy defend their position 
on the grounds that depressions are necessary to rid the economy 
of marginal firms and other inefficiencies that invariably develop 
during the prosperities that precede slumps in business activity. 
Under the impetus of the easy credit conditions, high levels of 
aggregate demand, etc., that we normally associate with boom 
periods, many weak and inefficient firms make their appearance to 
partake of the profits of these booming prosperities. Periods of 
depression, then, act as cathartics, necessary to rid the economy of 
these marginal firms, and to induce the remaining firms to cleanse 
themselves of the inefficiencies that profit-induced laxity permits to 
develop during the prosperity periods. 

It is perhaps superfluou.s to point out that the ability to with¬ 
stand the tidal forces of major depressions is a direct function of 
financial resources and strength. It is also necessary to point out 
that financial strength and efficiency are not always partners in the 
conduct of business enterprise. Financial strength may ordinarily 
be associated with large size, in the .sense of largeness of share, per¬ 
centagewise, of (he market. Large firms are made financially strong 
not only through the accrual of large profits, but also because their 
names give them access to the capital market, short and long term, 
to an extent that smaller, less well-known firms are denied. This is 
t'xtremely important in periods of slump, when capital rationing 
becomes particularly acute. Banks and nonbank lenders, with 
their extreme pessimism and caution, arc wary of lending to firms 
whose share of the market is small and whose (absolute) profit and 
asset position probably is weak. Small firms, and new firms, whos<» 
credit position is either weak or as yet unestablishcd, are apt to find 
requests for credit and loans either denied outright, or else answered 
with prohibitive collateral requirements and <‘xorbitant interest 
charges (usually the former). Low profit levels, on the other hand, 
deny these firms the means of financing themselves internally. 

Inefficiency, too, has many sources. One of these is the well- 
known difficulties new firms invariably encounter in “growing up.'* 
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Many new firms make their appearance during upswings and pros¬ 
perities, introducing new products and processt s, who, gi^•ell enough 
time, would become more or less permanent parts of the economy. 
But, because of the factors mentioned above, they often disappear 
under th(* strain and pressures of major depressions. Many large 
firms are often inefficient because they are too big for their mana¬ 
gerial boots. Yet their dominant market po.sition often provides 
them with large enough profits to sa\e anil build up their lujiiid 
asset position, etc., for the proxerbial “rainy day.” Small and new 
firms are, by these very characti'ristics, denied this jiossibilitv, and 
as we have noted, their smallness and newness deny them the n*- 
coiirse to the capital markets that their larger counterparts so easily 
maintain. 

Th(‘ ob\'ious implications of the fori*going are that great depres¬ 
sions sweep indiscriminutchf from the economic scene all too many 
efficient as well as inefficient firms, who go under simply for lack of 
financial resources. Many large firms, on the oth(*r hand, survive 
in spite of their widespread inefficiencies, merely b(‘causc of their 
financial strength. We cannot help repeating the analogy, used 
earlier, that reliance on depressions to (‘radicate inefficienci<*s 
smacks too much of burning down houst‘s to roast pig. Moreover, 
these “efficiency” arguments overlook ihi* fact that th(‘re is little so 
inefficient a.s tfie treiniMidoiis waste of resources and manpow'CT that 
accompanies major di'pressions. All the inefficiencies stemming 
from poor allocation of resources, bad j)rodLiction te‘chni(jue.s, etc., 
could liardly approach the estimated 3(X) billion dollars or so of 
production lost through the wide.spread unemploymerit of resources 
in the United States during the decade of the thirties. 

Some view depressions as a means of dealing with monopolistic 
combinations. Thus it is h(?pcd that the pressure forces of di^pres- 
.sion will drive members of monopolistic agreements to break them 
and adopt a series of competitive actions in an effort to rt'coup 
losses. Economic theory teaclies us that when comp(‘ting firms are 
large enough to create a significant degree of interdepciiidencc 
among the sales of these firms, so that changes in the prices of on^ 
firm clearly affect the sales of competitors, there is a strong tend¬ 
ency to desist from competitive price cutting. Under such con- 
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ditions, oligopoly, it is more likely that depressions will strengthen 
these practices because during such periods sales are particularly 
sensitive to price reductions of competitors, and retaliation is the 
expected reaction to such reductions. Since a sequence of events 
of this type usually lea\es the profit position of all firms in a 
worsened condition, business firms tend to enter into closer, rather 
than looser, agreements, tacit or explicit, during periods of de¬ 
pression. 

E\en if depressions succeeded in loosening the bonds of monop¬ 
olistic agreements, howe\’er, there is strong reason for believing 
that such results would serve to increase the intensitv of down¬ 
swings. To the extent that .such agreements arc the product of 
interdependcMit sales curves among competing large-scale enter¬ 
prises, ihev ser\e to reduce the large element of uncertainty that 
always pre\ails in such circumstances. The destructive type of 
competition that would follow the breaking up of these combina¬ 
tions during periods of depression would add severely to the abid¬ 
ing unc’erlainty and pessimism that reign during such periods. We 
have noted earlier that there is no greater damper to investment 
than uncertainty about the results of investment. To add to the 
uncertainly of depn'ssions in the manner indicated is to place a 
further damper on iin'eslinent at a time when the economy can least 
afford it. At best, the resort to depressions as a mode of breaking 
up monopolistic combines is about as crude, blunt, and clumsy a 
device as can be imagined. If antitrust action is desired, there are 
certainly considerably less deva.stating means available; major de¬ 
pressions cannot be justified on these grounds. 

Depressions have also been viewed as stimuli to new inventions. 
It is felt that the strains and stresses of depression cause business¬ 
men lo look tor new techniques of production in an effort to reduce 
costs. It appears that such views mistake invention for innova¬ 
tion. In so far as major depressions are marked by gross inade¬ 
quacies of investment projects, it is evident that whether or not in¬ 
ventions are stimulated (and even this is a doubtful thesis), they 
are not incorporated into investment projects. This, of course, is 
not surprising, in view of the analysis of the preceding chapters. 
Businessmen are ordinarily too preoccupied with retrenchment to 
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concern themselves much with incorporating new devt'lopinents. 
While there is undoubtedly somt‘ tendency for busin(\ss firms to 
attempt to rid themselves of wasteful inefficiencies, these* are hardly 
worth the price that depressions demand. There are ordinarily 
enough stimuli to invention to make it border on the absurd to 
advocate depressions as an additional stimulus. 

Many people feel that depres.sions serve to increase the efficiency 
and discipline of labor through the fear of loss of jobs. This view¬ 
point, however, is difficult to reconcile with the well-known in¬ 
crease in “featherbedding" tactics that develop during depressions. 
Such tactics are difficult to discern and deal with, particularly in the 
presence of the defensive .support offered by trade unions. K(*ather- 
bedding tactics are not an unnatural concomitant ol the widespread 
unemployment that characterizes depressions. The imminent threat 
of unemplovnient, of working one’s self out of a job, virtually con¬ 
stitutes an invitation to the worker to slow down, to try to .spread 
the work over a longer period of time and ensure a longer period 
of employment. It would appear that the fear of unemployment 
is at least as much an inducement to featherbedding in some areas 
as it is to increased discipline in oth(*rs. 

Finally, we have groups who credit depressions with the role 
of correctors of the disequilibria that develop during the upswing 
and prosperity periods of business cycles. Horizontal maladjust¬ 
ments develop in the form of overinvestment in particular lines of 
production. Some prices rise to Itwels incompatible with other.s 
in the structure of relative prices. Costs rise excessively relative to 
selling prices. The debt structures of many firms get too far out 
of line with the equity portions of their financial structures. De¬ 
pressions, it is averred, serve to reduce or wipe out these various 
untoward developments. 

As in other cases, depressions are both very clumsy and often 
ineflFective in such a role. For one thing, it too often happens that 
it is the selling prices which are reduced during depressions, rather 
c?osts. Many prices that enter into costs are often inflexible 
duiilng downswings; these include wage rates, interest rates, and 
iiefiing prices of basic industries, whose market structures are chiefly 
^f Ibe oligopolistic variety. Hence we often find the wrong prices 
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reduced. Moreover, we have seen that the sharp monetary con¬ 
traction that invariably accompanies large-scale, gf’iieralized at¬ 
tempts to reform financial structures in favor of more equity and 
less debt financing, often offsets completely and frustrates the 
achievement of the goals of debt reductions. And as we have noted 
earlier, the all-embracing sweep of depressions often swamps 
firms whose financial and production position is perfectly sound; 
too often, that is, the baby is thrown out with the water. 

There are, finally, those who view anything but strict laisscz 
fairc as a dangerous infringement on the liberties of individuals. 
This point of vie*w is, in the opinion of the writer, not only sadly 
out of date, but also highly dangerous. It is evident that we have 
come to a point in history where the bulk of the industrial and 
agrarian populations are no longer content to sufi'er idle years of 
helpless and demoralizing unemployment. Failure to recognize 
these new attitudes is political dynamite. Unless efforts are made 
to eradicate or at least greatly alleviate the intensity and duration 
of periods of slump, we are apt to find ourselves confronted with 
much more serious threats to our liberties than those allegedly 
offered by such devices as monetary and fiscal planning. It is 
<*vident that the modern, industrialized economic systems of the 
West are without any automatic steering mechanisms to assure a 
reasonable amount of stability, free of prolonged generalized un¬ 
employment, We are past the time when we can p(*rmit the eco¬ 
nomic system to proceed with its violent upswings and downswings 
without any government intervention whatever. The problem at 
present is to devise a system of economic planning which is con¬ 
sistent with such freedoms as freedom of occupational and con¬ 
sumer choice in the economic sphere, and free speech, ballot, etc., 
in the political sphere. Indirect controls of the type offered bv 
fiscal and monetary policies, rather than the more direct t)'pe of 
controls exemplified by price and rationing controls, conform to this 
principle. The indirect approach is the type to be discussed in the 
present chapter and is the type of planning envisioned by those 
who advocate contra-cyclical policies as well as the bulk of those 
who are stagnationists. 
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CONTRA-CYCLICAL POLICY 

Contra-cyclical policy has as its objective the manipulation of 
a nation's fiscal devices (the revenues and expenditures of gov¬ 
ernment and the national debt) and monetarv instruments in more 
or less a compematorij wav, so as to reduce the amplitudt*, intensitv, 
and duration of business cycles. Thus in pc^riods of depression the 
go^eI■nment would raise its level of expenditures and reduce its 
taxes (or some \ariation of this theme) so that a budget deficit is 
obtained, with the difference presumably financed through (bank) 
bonxwing. .At the same time, discount rates would be lowcTcd, 
opt'ii-market purchases engaged in, reserve ratios lowered, etc., all 
with a \ lew to expanding the money supply by easing ert'dit c oiuli- 
tions. During periods of inflation, the budget would be inaTiipu- 
lated with a budget surplus as the goal, bank-held debt would be- 
retired with the surplus, and monetary instruments would be manip¬ 
ulated so as to aehiese a tightening of credit conditions. In periods 
of prosperity without inflation, the budget would merely be bal¬ 
anced (assuming the pro.sperity did not depend on government 
spending), .so as to contribute neither inflationary nor deflationary 
pressures to the economy. A mild expansion in the money supply 
might be permitted to allow for the normal growth in the economy. 

Many ad^oeates ol contra-cvclical policy view the capital ex¬ 
penditures portions of governmental budgets as central to this sort 
of poliev. It is felt that governments should plan in advance their 
public works programs, that is, devtdop a “shelf” of projects which 
may be drawn upon in times of .slump and built up during times of 
prosperity. The principle behind such a program of pidilic works 
is that, where possible, public works should be undertaken not onI\ 
because of the usefulness of such projects as dams and bridges, etc., 
but also because' proper timing of these projects can lend an impor¬ 
tant degree of stability to the econoinv. Thus it would b(' foolisli 
to institute such projects at a time when most resources are fully 
employed and inflationary forces are at hand. It would be of greater 
benefit to the economy to commence them when labor and oth(‘r 
resources are idle. 

There are many people, however, who doubt the feasibility of 
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varying public works programs smoothly enough to act as contra- 
cyclical ^le^'ic(^s alone. Many projects, like schools and hospitals, are 
not always postponable. It schools and hospitals are in dire need, 
they may ha^'e to be built even during periods of boom. In addi¬ 
tion, many types of “hea\'y'’ projects require both protracted plan¬ 
ning and construction periods, and like many invcsliiKnit projects, 
once started, it is not nsnally possible to halt them without total 
loss and se\’ere waste of the part ol the investment already under¬ 
taken. This means that the possibility arises of undertaking these 
proj(*cts during times ol d(‘ep depression and having to complete 
them in periods oi booming prosperity, when sound fiscal policy 
would dictate that th(*y be curtailed. Moreover, there are the ever- 
prcscait problems of forecasting, ol bt'iiig able to discern promptly 
when a period ol deflation or inflation has aetually set in. .\s a re- 
.sult, a great deal of emphasis is placed on other aspects of budg¬ 
etary policy, namely, personal and corporate income ta-\es and un- 
<Mnplovmeut payments. The objective is to obtain as large a degree 
as possible of “built-in flexibility’,” that is, measures which ensure 
that government income and expenditures will auiomuticalhj pro¬ 
vide compensatory offsets to declines or rises in national income.’ 
Thus pay-as-you-go income taxes quickly and easily reduce and in¬ 
crease people's disposable income as national income rises and de¬ 
clines during prosperity and depression pt'riods; unemployment 
t'ompensation is also a good automatic stabilizer, because payments 
into compensation reserve funds increase and pavements out of such 
funds decrease automatically during boom periods, while the op¬ 
posite is true during deflationary times. We shall hav e more to say 
on this subject later on. 

Contra-cyclical public policy raises the question of hiid^ef hal~ 
anemg. Many adv'ocates of this sort of policy insist that such a pro¬ 
gram is fully compatible with balanced budgets. However, instead 
of seeking to balance budgets annually (which would entail budg¬ 
etary behavior that would move with, and thus accentuate, the cy¬ 
clical movements, instead of behaving in a compensatory, offsetting 

^ Cf. Committee’ lor Economic Development, Jobs and Afarfeefs (New 
York, McGraw-Hill Book Company, Inc., 1946), Chap. V and pa.s&ini,- additional 
discussion and references are to he toiind on pages 549-553 in Chapter 15. 
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fashion), these people propose the balancing of budgets over the 
whole cycle. Deficits are thus permissible during periods of depres¬ 
sion, but these must be balanced out by budgetary surpluses dur¬ 
ing periods of boom. Cyclically balanced budgets' would be 
achiexed by manipulating taxes and government expenditures in 
the appropriate manner. 

At once a question arises (out of skepticism) that upswings and 
downswings of each cycle will always be of equal duration and in- 
tensit\'. Certainly, there is little historical basis for such a position. 
Failing these similarities in the different pliases of the cycle, a pol¬ 
icy of cyclically balanced budgets implies the necessity of imposing 
deflationary measures, such as tax increases, curtailment of govern¬ 
ment outlays, and, even, some debt retirement in periods of drawn- 
out depression, and possibly, though unlikely, the oppo.site typt' 
measures in times of boom, if the budget is to be balanced. 

A possible \'ariant of this approach, designed to rid it of these 
questionable features, has been suggested by the Committee for 
Economic Dcn elopment." The proposal of this gi'oup is that taxes 
be set at rates which will balance the budget only at high levels of 
national income, and then let alone. Hence if business cycles were 
largely characterized by relatively prosperous years, there would 
be a budgetary surplus, or if depressed and prosperous vear.s 
were fairly similar in length and intensity, the budg(*t might be bal¬ 
anced. But if one or more cycles were dominated by depression 
years, there would be no attempt to balance the budget, and a defi¬ 
cit would be permitted to continue as long as the national incom(‘ 
was too low to enable lax revenues to provide a balanced budget. 
No deflationary forces, therefore, would be superimposed on the 
economy during periods of low levels of business activity. In ad¬ 
dition to this last characteristic, this type of budgetary policy is 
reputed to have the advantage of a fixed tax structure, which, in 
turn, is supposed to remove one strong element of uncertainty from 
the calculations of businessmen. Moreover, such a policy frees the 
economic authorities of the di£Bculties and uncertainties of forecast¬ 
ing and timing. 

^ See C. E. D., Taxes and the Budget (New York, Committee for Eco¬ 
nomic De\ olopment, 1947). 
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One decided disadvantage, in the eyes of many, of this type of 
policy is that the government is permitted no leeway for active in¬ 
tervention to smooth out cyclical movements. Those who favor de¬ 
liberate reductions of tax rates plus broadly expanded expenditure 
programs during periods of decline and depression, and tax rate 
increases along with curtailed outlays during periods of inflation, 
assert that the issue of balanced budgets per se is passe. The gen¬ 
eral term which has grown up in connection with this type of think¬ 
ing is known as “functional finance.” 

Proponents of functional finance view the budget purely as an 
instrument for maintaining the economy at high levels of employ¬ 
ment. In times of inflation, hinds should be withdrawn from cir¬ 
culation through the media of high taxes, government borrowing 
from noiibank groups, etc. Expenditures should be sharply cur¬ 
tailed or at least financed solely from taxes. On the other hand, dur¬ 
ing periods of depression taxes should be sharply reduced, expendi¬ 
tures greatly expanded in all forms, and this form of budget deficit 
should be maintained as long as the economy remains below the 
level of full employment of all its resources, regardless of the size 
of the national debt. For those who fear certain burdensome ef¬ 
fects of a large public debt, advocates of functional finance offer the 
suggestion of interest-free borrowing in the form of newly issued 
currency. Thus the national budget is viewed solely as an instru¬ 
ment of policy designed to maintain stability in the economy at high 
levels of employment. Balanced and surplus budgets are important 
only in so far as thc‘v are measures to contain inflationary forces and 
nothing more.' Since w^e shall discuss the problems of functional 
finance at length in the following chapter, wc shall defer further dis¬ 
cussion of it for the moment. 

THE POLICY IMPLICATIONS OF SECULAR STAGNATION 
(OR SECULAR INFLATION) 

Secular stagnation policy is almost implicitly suggested by the 
hypothesis itself. The stagnation thesis asserts, in eflect, that be- 

^ As a matter of fact, there are two ways of imbalancinp budgets. One 
consists of hf)lding taxes constant and v'arying government expenditures; tJie 
other consists of varying taxes while maintaining expenditures. These types of 
budget p()Jicy will be discu.s.sed at some length in the next chapter. 
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cause tlie lex el of investment in the future will tend to be perma¬ 
nently low, \’S’ithout sufficient offsetting upward shifts in the con¬ 
sumption function, the equilibrium level of national income will 
tend to remain below the full employment level. Hence it is neces¬ 
sary that public investment take up the slack; it should be set at a 
level which, given the value of the investment multiplier, will close 
the aforeinentioiu'd gap between the level of income dictated by the 
private sectors of th(' economy alone and the full employment le\ el 
of income. Moreover, it follows, if investment opportunities are 
deficient, that measures should be taken to reduce' .sharply the rate 
of savings. In the absence of sufficient investment to absorb the 
savings forthcoming at high levels of income, these savings ob- 
vioiislv become a depressive weight on the economy. Highly pro- 
gressi\e income taxes are called for. to reduce the incomes of the 
ricli, who save too much of their current incomes. In addition, 
family subsidies are in the offing to the low-income groups, whose 
marginal propensity to consume is comparatively high. To the ex¬ 
tent that the nation’s propensity to consume is thus raised, the level 
of goxernment investment required to achie^'e a full employment 
national income is reduced.^ 

At best the stagnation thesis remains a hypothesis which has yet 

■* Rt*c'eiill\ sonif doiilit lias been ca.st (in tiu* (ffieiuy of proposed redistrilin- 
ti\e tii\ iiie.isiires de.si^iied to raise the propensity to eonsume. Mr. II. laibell 
in an iulerestiiij^ .study of empirical data on coiisnnijition propensities of dif¬ 
ferent income groups, wliicli included aiialy.sis of effects of redi.stribulioii by 
.statistical means, obtained results which indicate that not nearly as much should 
lie expected from redistribution as has been supposed by many economists. 
There an' a number of reasons for this. IVrliaps the most important is that llic' 
marginal propensities to eon.snme of the different income groups up to $5000 
a year are pretty much the same, and the middle- and low-ineoine groups rc- 
ceix'e the hulk of the national income. For the latter reason, also, it is evident 
that not too much of the national income can be redistributed. Moreover, the 
percentage of national income devoted to eoihsiimption is so high (over 80 per 
cent) tlial the increment in cnn.sumption tunrs out to be very .small. Sec 
H. Lubell. “Effects of Income iledistribution on Consuincr’s Expenditures,” 
American Economic Revietu, XXXVII (March, 1947), pp. 157-170; and idenij 
“Correction,” loc- cit. (December, 1947), p. 930. 

llowexer, one point that is apparently overlooked is that the reduction in 
the Icx'cl of savings, which is fairly large percentagewise, will serve to limit the 
fluctuations in the absolute volume of savings. This result.^in turn, will greatly 
diminish the effects of fluctuations in investment, assuming, of course, that 
effort^ jUre made to prevent offsetting increased use of bank credit. We shall 
refer effect again. 
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to be subject to empirical verification. To pursue, explicitly, mone¬ 
tary and fiscal policies based on it might well undermine the con¬ 
fidence of businessmen, to whom we are beholden for investment 
activity. The result could conceivably be an atmosphere suffi¬ 
ciently hostile to businessmen as to damp the level of investment 
activity to an extent that would appear to lend credence to the 
stagnation thesis. Furthermore, certain wage-price policies might 
arise which could well make inflationary forces unconlrollable; this 
point, too, will be developed in the next chapter. On the other 
hand, we have no definite proof that the stagnation thesis is posi- 
ti^ely incorrect. Happily, we ha\(‘ some way out of this aj^parent 
dilemma. Stagnation will undoubtcdlv make its appearance in the 
form of a deep, chronic depression. That is, as was the case in the 
thirties, a depression will be followed only by partial reco^erv, 
leaving a hard core of unemployment. If we gear our monetary and 
fiscal policies to meet long, deep depressions, we shall ha\c de¬ 
veloped the large basis of a stagnation policy. The latter will be, in 
the main, an extension, with some modification, of the former. 
Modifications might conceivably take the form of much more severe 
taxes on corporate and high personal incomes, and perhaps taxes on 
saving and hoarding, with the objective of curtailing savings and 
stimulating consumption to offset what would be too low a level of 
investment. 

At the present time, there are signs that under the stresses of 
“hot and cold war,” we may be entering upon a period of prolonged 
inflationary pressures. The whole question of the validity of the 
stagnation thesis may well be pushed into the background for some 
years to come. In this case it is necessary to have fiscal and mon¬ 
etary devices at our disposal which will be just as effective in fight¬ 
ing disruptive inflationary forces as those which are used in fighting 
deflationary movements. Unfortunately, some extra problems are 
created, for the same fiscal and monetary controls are not always 
applicable in both situations; this is particularly true of the tax 
structure, a point to be discussed later. In general, however, if used 
vigorously, such controls are easier to handle in peacetime inflation¬ 
ary periods than in deflationary periods. It is always easier to re¬ 
strict investment and consumption than to encourage them. Par- 
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ticularly the problem of incentive effects of taxes and the like is 
j^reatly diminislied during periods of inflation. Monetary devices 
are also very much stronger in combating inflationary forces than 
dcHationary fcodes. If the monetary authorities are given the power 
and leant to, they can always curl? the active money supply, that 
is, tliey can always limit borrowing, while their powers to en¬ 
courage borrowing during periods of depression are greatly re¬ 
stricted. 

The exigencies of war finance may force direct price and ration¬ 
ing controls, however. If government military outlays are suddenly 
forced to very high levels, it is likely, for political and incentive rea¬ 
sons, that taxes will not be raised proportionately. Neither can the 
nonbank public be relied upon to buy enough bonds. Recourse will 
of necessit}' be had to the banking system. The resulting expansion 
in the inonc\' supply at the same time the supply of civilian goods is 
shrinking w'ill, in all likelihood, bring rationing and price controls 
upon the scene. 

It is time now to turn to a more detailed discussion of monetary 
and fiscal policies. The philosophy surrounding the ensuing dis¬ 
cussion will consist of the following. Monetary devices, although 
admittedly weak in and of themselves, should be employed to the 
full, making them serve as useful complements to the stronger fis¬ 
cal devices. In the area of fiscal policy, strong efforts should be 
made to incorporate as much “built-in flexibility” as possible, to en¬ 
sure as many automatic budgetary offsets to income fluctuations as 
we can get. These “automatic stabilizers” have the advantage of 
minimizing the difficulties that arise from forecasting and timing 
uncertainties. By automatically responding in a corrective way to 
inflationary and deflationary movements in the national income, 
stabilizing measures (like pay-as-you-go taxes and unemployment 
payments) provide authorities with a period of leeway, in which to 
determine whether such movements appear to be going beyond 
tolerable limits. 

However, once it is decided that strong and lasting inflationary 
or deflationary movements are in the offing, sole reliance on auto¬ 
matic stabilizers is, in the opinion of the present writer, inadmissi¬ 
ble. Vigorous and decisive fiscal and monetary action is called for. 
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The iialional budget and debt should be regarded as stabilizing de¬ 
vices and used for these purposes. II in deep and lasting depres¬ 
sions, the national debt appears, for reasons to be discussed, to be 
becoming burdensome and actually reducing the effectiveness of 
other fiscal measures, recourse njust be had to iijten*st-free debt, 
that is, newly issued currency. Thus, it is to be seen that many of 
tlie ideas of so-called functional finance will be embodied in the en¬ 
suing discussion. The remaining part ol the present chapter will be 
devoted to the problems of monetary policy. The following chap¬ 
ter will be taken up with the problems of fiscal policy. 

THE ROLE OF MONETARY POLICY 

Monetary policy may be taken to consist of the manipulation 
of the various instruments of control at the disposal of a country’s 
cc'utral banking aulhoriti(\s. These insiruments of polio’ iiieliide 
the rediscount rate (the rate charged the member banks oji loans 
from the central banks), open-market operations (the purchase and 
sale of securities on the open market by the central bank;, and 
changes in the legal reserve ratios (the ratio of reserves to deposits) 
of iriembfT banks as recj^uired by the central bank, all of which are 
u.siially described as c/uanfiUifivc credit controls. Quantitative con¬ 
trols are those whic'h are designed primarily to control the total 
money supjily, without regard to the us(\s to which it is put.’ A 
second category of credit controls embraces the so-called citialilafivc 
instruments, namely, consumer credit controls and margin recpiirc- 
meiits on the purchase of stock market securities. As may now b(‘ 
evident, the latter type of controls primarily aim at controlling the 
use to which credit is put rather than the total volume of credit. 
However, such controls often do serve to curb the aggregate* vol¬ 
ume of credit, as an incidental effect to the control of the uses. We 
shall concentrate our discussion mainly on the quantitatn e controls, 
for, bv and large, these are of much greater importance in the cen¬ 
tral banks’ kit of policy tools. 

'' Fr)r the sake of complctciics.*! and accuracy, tliis .statement need.s to be 
(nialified with the remark that insofar as the central hanking system adheies to 
the commcrc'ial banking tlieory of lending only on the basis of commercial 
paper, as opposed to stock seciiritie.s and the like, a certain amount of cfualita- 
tive credit control is exercised through the quantitative instruments. 
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The Efids oj Monetary Policy 

The general objective of monetary policy in the modern indus¬ 
trial economies should be, and in virtually all countries is, the main- 
tenaiice of economic stability at high levels of employment.** Since 
stagnationist policies have not been accepted at high administrative 
levels in most countries, such objectives imply that monetary policy 
is to be used as a counter-cyclical tool. Under these circumstances 
we may define the immediate ends of monetary policy a bit more 
closely. During periods of deflation and depression, the aims are 
to expand the money supply: (1) to offset the decline in velocity 
which usually occurs during these times; (2) to satisfy all the de¬ 
mands for hoarding for precautionary and speculative purposes; and 
thus (3) to build up the cash position of banks and nonbauk groups, 
including consumers, as a means oJ directly stimulating easy lend¬ 
ing, investment, and consumption; and, also, (4) through the piling 
up of lic[uid cash assets, to drive bank and nonbank lending groups 
into securities in order to force down the structure of interest rates 
as a way of stimulating investment. Points (3) and (4) hav(' been 
separated because increasing the liquidity of the various groups 
mentioned serv'es to stimulate invx'Stinent both directly and incli- 
rectlv^ through the lowering of interest raters and easing of other 
lending conditions. 

In periods of inflation, the aims of monetary policy are, of course, 
the opposite of those of depression periods. The supply of money 
either is (1) kept from expanding or slowed down in its rate of ex¬ 
pansion; or (2) reduced, to offset the increase in vt3locity that or- 

'' I’his has not always been the goal of monetary policy in the eyes of 
central banking authoritu's. Other goals in the past have inchidecl tlie lacilila- 
tion ol the \v«)rkiiigs of the g«)lcl standard, the coniiniiig of commercial bank 
lending to “the needs of trade” us reflected in tlie Nohiinc of coiiiinerc'ial papc'r, 
and the maintenance of stable price levels. In rc'cent years, the Federal He- 
sene System in the United Slate.s ha.s also been concerned with “inaintaiiiiiig 
order in the seenrity markets” and, in the postwar years, niicler pressure from 
the U.S. Treasury, was faced with the problem of ke<‘ping interest rates on gov¬ 
ernment securities from rising. Since it is now tlie a\'owed policy ol the Federal 
Reserve S\stcm to maintain economic stability at high levels of employment, 
the moiiciarv' authorities found themselves in somewhat of a dilemma. For 
maintenance of a particular structure of interest rates is not always compatible 
witli the preservation of (‘eoiioinic stability, particularly in times of inflationary 
tendencies. This latter pcjint will be elaborated upon later on. 
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clinarily takes place at these times, as people optimistically clishoard 
from speculative and precautionary idle cash balances, and to re¬ 
duce the N'oliime of liquid assets all along the line in th<' hojic that 
consumption and investment will be reduced directly and through 
the medium of higher inleresl rates. 

The Means 

The means to the above-mentioned ends vve have already listed, 
and their apj)lications, arc' probably familiar to most readers. Dnr- 
ijig depre.ssions, ope n-market purchases are engaged in, rediscount 
rates are lowered, and rt‘ser\’e ratios are lowered. Most of these 
operations are aimed at iiiHiieneing directly the lending activities of 
commercial banks, and indirectly, through the lowering of interest 
rates and general easing of credit conditions, the rate of investment. 

With the lowering of the r(‘diseoimt rate, it is hoped that mem¬ 
ber banks will lower their discenmt rates, and so bring down the 
levi'l of rates on all types of short-term sec urities, in the first in¬ 
stance, and ultimately the l(*v'el ol interest rates on various tvpes of 
long-term securities, thereby stimulating the rate of borrowing and 
investment all along the line. If the reader will recall the relation¬ 
ship between security prices and inter(‘st rate’s, he will readily un¬ 
derstand this process. The entire structure of interest rates, running 
from those on very short-term paper to those on long-term securities, 
has a tendency to move together. Thus when the interest rates on 
very short-term paper fall, relative to tlie rates on longer-term ])a- 
per, lenders seek to put their funds into the latter type of securities. 
This may be interpreted as an increase in the supply of loanable 
funds available for the longer type of lending, so that the interest 
rates on these types of loans fall, or it may be interpreted as an in¬ 
crease in the demand for the longer type of securities, so that their 
prices rise; a rise in the prices of securitic’s effects a reduction in the 
A'ields on these securities, or, again, a fall in interest rates.^ It is 
partly through this mechanism that central banking authorities ex- 

" Thus a $1000 par value bond with an interest rate (»f 5 per cent (or $.'50 
per annum) will actniillv yield only a 4 per cent return if its price is bid up 
from $1000 to $1250 ($50/$12.50 - 4 per cent). It is to be noted that the 
process dc.scTihed in the text occurs only when the public expects short-term 
interest rales to remain low. 
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pect the lowering of the rediscount rate to bring down the entire 
structure of interest rates and provide a stimulus to investment in 
short- and long-term outlets (working and fixed capital). 

s The rediscount rate is only one of the means by which a central 
bank may seek a reduction in interest rates. Open-market pur¬ 
chases of all types of securities, short- and long-tenn, would achieve 
the same goal, and more rapidly. Most central banks, howe^’er, are 
usually limited, more or less, to government securities in their open 
market operations. Their open-market purchases thus directly bring 
down the interest structure only on government seciiritk's." How¬ 
ever, the same type of shifting process, described above, will even- 
tuallv bring down the interest rates (vields) on prixate securities. 
Lenders will seek to get their money into the latter t)^pes, whose 
yields are higher; but their very actions will drive the prices of the.se 
securities up and their yields down. The whole structure of inter¬ 
est rates will tend to fall. 

The effects of open-market operations are not confined to the ef¬ 
fects on interest rates. They may be employed to increase the li- 
quiditv of bank and nonbank groups, and so provide a stimulus to 
“easy" lending, investment, and also consumption, directly, without 
the medium of interest rates. When securities are purchased from 
banks, in effect the composition of assets of bank portfolios is al¬ 
tered in favor of non-interest earning cash assets at the expense of 
the interest earning government securities. There is a rise in excess 
reserves of the banks to the extent of the open-market purchases. 
The aim of increasing the liquid cash reserve position of the banks 
ill diis way is to satisfy depression-induced desires for precautionary 
(emergency) and speculative cash balances and to encourage them 
to lower their intere.st rates on loans, and ease other lending condi¬ 
tions (e.g., collateral security requirements), all in an effort to get 
them to expand their earning assets in the form of loans and invest¬ 
ments. With this, of course, is the hope that easier borrowing con¬ 
ditions will .spur business borrowing and investment activities. 

As above, this may be viewed as an increase in the supply of loan fuud.s 
for government paper, thus lowering the interest rates on these, or as incrcasf 
in the demand for these securities, thus driving up their prices and driving 
down their yields. It should be obvious that tliese two views represent the 
same thing; they are two sides of the same coin. 
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Central bank security purchases from the non-bank puljlic serve 
to increase the liquidity position of these groups, too. The hope 
is that building up the cash position of the public in this way will 
satisfy its thirst for hoarding for precautionary or speculative pur¬ 
poses also, and by building up cash balances beyond these require¬ 
ments, give a boost to investment activity on the part of business 
firms and consumption activitv on the part of household units. 

It is po.ssible for the central bank to increase the liquidit\' position 
of bank and non-bank groups in other ways through open-market 
operations. Tliis is done by permitting these groups to exchange 
long-term for short-term securities in their asset portfolios. Depres¬ 
sions are characterized not only by movements from securities into 
cash, but by a general movement from long-term (less liquid) assets 
into short-term (more licpiid) assets. Thus the central bank may 
sell short-term securities on the open market at the same time it is 
buying long-term securities. Building up the general liquid asset 
position of the public is expected to provide the same kind of stim¬ 
ulus to lending, investment, and consumption that the increase in 
its cash position does. ' 

The reduction of legal reserve ratios has the same effect on bank 
reserves as do open-market purchases, and the hoped-tor results are 
also the same as those of open-market purchases iinolviug bank- 
owned securities. Unlike open-market operations, howe\er, the di¬ 
rect effects of changes in reserve requirements are restricted to banks 
alone. 

The qualitative credit controls may also be manipulated with a 
view to stimulating investment and consumption activity during de¬ 
pressions. By reducing margin requirements, central banks rai.se 
the loan value of stock securities, that is, reduce the amount the 
stock purchaser has to pay in cash and raise the amount that may be 
borrowed with the security as collateral. Thus it is hoped that exist¬ 
ing money and newly created bank credit will flow more easily into 

** Not only are dc*pressions marked by shifl.s from less liquid into more 
liquid assets, nut also from more risky into less risky securities. Most central 
bunks, however, cannot deal in private securities, a restriction which prevents 
them from providing the public with less risky govemmciits in exchange for 
more risky prisate securities. However, the Treasury can provide riskless gov¬ 
ernments by expanding its borrowing operations. 
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the equity capital (stock) markets, providing funds more readily for 
investment. Lowering the down-payment requirements on con¬ 
sumer durables and lengthening the ])eriod over which the install¬ 
ment paA’inents may be* continue'd is designed to stimulate the con¬ 
sumer demand for durable consumer goods in times of depression."' 

During periods of inflation, these various iiistnunenls of policy 
are simply rcAersed in their application, the goal being the reduc¬ 
tion of the inonev supply and the tightening of credit conditions in 
general. Rediscount and acceptance rates are raised in order to 
raise the le\'el of short-term interest rates, and, through the shifting 
process from longs to shorts, ultimately to bring about a rise in the 
yields (fall in prices) ol the longer-term securities, also. The hope 
is that the general rise in the structure of interest rates will restrict 
the \olnine of iiuestment, and thus damp the inflationarv forces. 

Similarly, the use of open-market sales is desigiu'd to curtail the 
volume of bank lending and raise the structure of interest rates. In¬ 
sofar as open-market sales absorb the casli reserves of banks, they 
restrict their ability to lend and invite them to raise their interest 
rates on loans and tightt'ii up othcT borrowing reejuirements. Usu- 
alh', such action will cause banks to ration capital more strictly and 
to confine their loans, more or less, to old, established customers. 
Tliis limits greatly the creation of new credit, and it will serve to 
damp investment activity in general. 

During inflationary periods, there is a general tendency for the 
nonbank public to reduce their precautionary and .speculative idle 
cash balances, under the pres.sure of the general prev ailing optimism 
of these periods. Dishoarding means, in effect, a rise in the velocity 
of money circulation. The more liquid households and financial in- 


Actually, there is a strong case for completely rc.strictiiig the creation of 
consiiinei credit hy the banks We have ohserv^ed that consumer installinenl 
credit everts a great de.stahilizing force on biisiricss-cyclc nioveinenls. It tends 
to expand rapidly under the impetus of rising consiiiner incomes, thus accelerat¬ 
ing the rate of increase in the national income during upswings. Then because 
consumers later have to devote important amounts of their incomes to the 
repavmeiiL of the loans, it adds greatly to the deflationary forces of downswings, 
accelerating tlie rate of decline in the national income. For an extended 
analysis of the role of consumer credit in business cycles, see C. Haberler, 
Consumer Installment Credit and Economic Fluctuations (New York, Natkinal 
Bu^au of Economic Research, 1942). 
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stitutions are, the freer they feel themselves to put their excessive 
idle balances into securities or to spend on consumer goods. The 
prevailing optimism will also raise the marginal efficiency of capi¬ 
tal and sharply rc’duce the need for prccautioiiarv balances, in¬ 
ducing highly liquid business firms to dishoard and devote these 
balances to investment. 

Central banks may hope to forestall some of this activ ity by re¬ 
ducing the cash position of these various groups through open- 
market sales, and also, if possible, buy up short-term s(*curilies to 
effect a shift of assets in general in the direction of less li(|uiditv. 

In the process of engaging in open-market sales, tlie central 
banks will also raise the level of interest rates on government secu¬ 
rities bv reducing the supply of loanable funds (or, if vou like, push¬ 
ing down the prices of the governments, thus raising their yields). 
Lenders will shift out of private into government securities, but 
these actions will cause the prices of the former to fall and raise 
their yields. Open-market sales thus can be employed to bring di¬ 
rect upward pressure on the structure of interest rates, also in the 
hfjpe of curtailing the rate of investment 

The raising of margin ref|uirements can also be used to restrict 
the flow of bank credit into investment activity and, particularly the 
use of it to engage in speculative activity on the stock market in 
times of rising stock prices. At the same time, the tightening of 
consumer cj*edit conditions, like the raising of down payment re¬ 
quirements and the shortening of the installment paying period, 
also serves to limit an important source of demand for bank credit 
during inflationary periods. 

The Effectiveness of the Means 

Monetary policy, htj itself, is virtually powerless to overcome the 
forces of major depression. During periods of inflation it retains a 
large degree of strength, for the monetary authorities, given the 
ability and the desire, can be put in the position of absolutely re* 
stricting the supply of bank credit; whether they do or not is per^ 
haps another question. The following section is devoted to an ex¬ 
amination of the reasons why monetary policy is so helpless to 
combat depressions alone, and what factors may interfere to prevent 
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efFt^cliNe action on the part of monetary authorities during boom 
periods. 

Helplessness of Pure Monetary Policy during Depressions 

The simplest wa)' of ( haracterizitig the' futility of pure monetary 
policy ill depre'ssions is to say that you can make borrowing condi¬ 
tions as easy as possible, but you can't make people borrow. In the 
first place, lowering the rediscount rate' on loans to commercial 
banks, open-market purchases designt'd to increase their rc'serves, 
and the lowering of their reserve ratios, all may simplv find tlu* banks 
buildiiiu; up their excess reserves. This mav turn out to be (he case 
because the banks themselves refuse to lend in order to build up 
their idle cash balances for speculative and jjrccautionary (emer¬ 
gency) purposes. It must not be forgotten that excess })ank reserves 
may represent hoarded cash balances in the same maimer that idk* 
balances of nonbank groups represent hoarding activities, and for 
the same reasons. Jf the banks are intent on building up their cash 
position, lowering the rediscount rates achieves absolutely nothing, 
for the banks have no reason to borrow.’^ And under these cir¬ 
cumstances, if open-market purchases and lower reserve require¬ 
ments have any effect at all, it is likely to be severely delayed. By 
this we mean that these activities may sooner or later satisfy banks’ 
desires for hoarded balances, and if this happens, banks may then 
be willing to increase their holdings of loans and investments. How¬ 
ever, it is also possible that the speculative motive will cau.se the 
bank.s to pile up idle balances (excess reserves) for an indefinite pe¬ 
riod, rendering the central bank authorities helpless in this situation. 

Central bank authorities are not limited in tlieir open-market 
purchases to the banking system; they may also buy from the non- 

Morcijvt^r, during the twenlie.s the Federal Reserve System undertook a 
campaign to iniprcs.s upon the banks a policy of limiting borrt)wing from the 
Federal Reser\c Banks to fmergency needs and not using borrowed Innds for 
reletiding purposes. Thi.s was to maintain the effectiveness of open-market 
sales during the inflationary periods of the late twenties. At the same time, 
partly as a result of the Federal Reserv'e action, bunks base de\eloped an 
aversion for remaining in debt to the Federal Reserve Bunks. When they arc 
in debt to the System, they often utilize newly acquired reserves to reduce 
their debt. To the extent that these developments are in force, they reduce con¬ 
siderably the effectiveness of lowered rediscount rates and open-market pur¬ 
chases. 
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bank public. In this case, as we have noted, one of the purposes is 
to build up the liquid cash position of the public, allowing them to 
fill their desires tor hoarded cash on the basis of precautionary and 
speculative motives. If, in conjunction with the Treasury, they also 
happen to sell short-term securities, we may accept this as another 
attemj)t at permitting the public to shift from less to more liquid 
assets.^- However, even in this case, the demand for cash balances 
may be insatiable, either for precautionary or speculative reasons^ 
or both. In tlu' face of such circumstances, as with the banks, the 
monetary autliorities are helple.ss. The lending portions ol the non- 
bank groups will continue to refuse to lend, and the investing groups 
(the business firms) will also be extremely reluctant to invest. 

Efforts to Work through the Interest Rate 

It was pointed out earlier that a good deal of monetary policy is 
directed toward increasing spending not only through building up 
the liquidity position of bank and non-bank groups, but also toward 
reducing the level of the general structure of interest rates. Al¬ 
though lowering the rediscount rate niav exert little influence, for 
the reasons cited earlier, open-market purchases are also at the dis¬ 
posal of the monetary authorities for this purpose. As a matter of 
fact, open-market purchases act to bring strong downward pres¬ 
sure on interest rates at the same time they increase the liquidity 
positions of the various groups mentioned. Again, the reader is free- 
to interpret this as the consequence of an increase in the supply of 
loanable funds (created by the central bank) or a rise in (all) secu¬ 
rity prices, or fall in yields, consequent upon the open-market pur¬ 
chasers. 

There are a series of reasons why the central bank authorities 
may not be successful in reducing the level of interest rates. All 
these reasons are products of the speculative and precautionary de¬ 
sires for liquidity. The monetary authorities, it will be recalled, rely 
to a large extent on a shift from government securities into private 

In tlii.s c a.se, tlie stiiiiiilatiiig effec't maij not be a.s great as the building 
up of cash balances, for .short-temi securities, even governments, are still not 
cash. To the extent that these short-term securities do satisfy liquidity desires, 
however, they arc a potentially stimulating force to spending, both on invest¬ 
ment and consumption. 
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ones to secure the decline in interest rates on all types of securities. 
They may work only on short-term securities and rely on a shift from 
shorts to longs to bring down the yields on the latter, or they may 
purchase both longs and shorts. If they confine their activities to 
shorts, as they have often done, their hopes will be realized only if 
bank and non-bank groups are convinced tliat the short-term inter¬ 
est rates are down to stay. But these groups may be highly skepti¬ 
cal of this (this is the speculative inoti\e in operation), particular!) 
if short-term rates were high in the preceding prosperity periods; 
this might be true if diese rates were raised to \er)’ higli levels to 
stein an inflationary tide during the [wreceding boom. At the same 
time, as we have also noted, all the tendencies are for the various 
groups to mo\c in the direction of sliort-term, more liquid, secu¬ 
rities. Thus in spite of the fall in yields of the latter relative to those 
of long terms, the drive for liquidity may easily induce the various 
groups to continue to move out of (rather than into) longs. W(‘ 
tfien have another reason for efiorts to reduce the general interest 
rate structure by cmicentrating on short-term rates being frustrated. 

The central banks may also purchase long-term securities di¬ 
rectly, and force down their yields in the process. Bui their hands 
are often tied by legal regulations. Most central banks are required 
to deal only in government securities. Thus they must rely on 
shifts in this case, too, to bring down the interest rates on private 
securities. As before, tlieir eflorts may be frustrated by the belief 
that the lower level of interest rates on government securities is tem¬ 
porary, so that people will not risk getting into private securities. 
There is even a stronger reason tor the public's refusal to shift to 
private securities. The general quest for liquidity that characterizes 
most depressions is marked not only by a shift from less liquid to 
more liquid assets, but also by a shift fnim more risky to less risky 
securities. Inasmuch as the securities of most governments are far 
less risky than those of private business units, we can expect bank 
and non-bank groups alike to seek out government securities Insofar 
as they seek out securities at all, even though the yields on govern¬ 
ments are lower. This tendency will be further enhanced by the 
added risk premia which are bound to be placed on private secu¬ 
rities dui^g depressions. 
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Finally, the old bugaboos, the precautionary and speculative mo¬ 
tives, may act in other ways to prevent interest rates from falling. 
The speculative motive will operate if people feel that lower inter¬ 
est rates are a temporary pheiion)enon. The precautionary motive 
will operate under th(' pressure of sharply reduced profit expecta¬ 
tions and income and employment anticipations. Reduced profit 
margins will raise the possibility of losses, of risk of being illiquid, of 
debtor defaults, and of being denied credit from banks. Tlie latter 
contingency becoiiu's a \cry important element during depressions, 
for banks give a great deal of consideration to current earnings posi¬ 
tions in deciding on the advisability t)f granting new loans or re¬ 
newing old ones. Consumers, too, build up their cash positions as 
tears of reduced incomes and employment grow. On these grounds, 
there is great pressure on the part of business firms and households 
to build up their cash balances for contingency purposes, to av^oid 
the risk of being caught illiquid and having to undergo forced liq¬ 
uidation. Reference to the discussion of the effects of speculative 
.iiid precautionary motives in Chapter 4 will indicate how these 
hoarding activities will keep the interest rate structure from falling. 
Briefly, the former causes the liquidity preference schedule to be¬ 
come increasingly elastic, perhaps ev^en perfectly so, while the lat¬ 
ter causes it to shift upwards; in both cases they prevent increases 
ill the money supply from reducing the level of interest rates (be¬ 
yond certain levels). 

Let us assume, for the sake of argument, that the cemtral bank 
does succeed in bringing dow^ii the structure of interest rates. Even 
then serious doubts exist concerning the efficacy of the results. In 
the first place, the marginal efficiency ol capital schedules may be so 
inelastic, both with respect to reductions in interest rates and to in¬ 
creases in general liquid asset positions, including cash, that the in¬ 
crease in investment which does occur is not nearly sufficient to lift 
the economy out of the throes of depression. In the second place, 
the marginal efficiency of c*apital schedules may shift to such a low 
position that the interest rate structure cannot be reduced enough. 
There are certain floors to the level of interest rates below which 
they cannot be reduced. Some of these floors may be set by the 
speculative and precautionary motives. 
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Even if these liquidity preference motives do not operate to set 
an absolute floor, we have observed that there are other elements 
which operate to do so. One is the obvious factor of administrative 
costs of le'iiding and borrowing. We may incliuh’ in administrati\ e 
costs the \'aluc that lenders place on the incoinenieiices of shilling 
the composition of their assets between cash and secniities and even 
among dilfereiit types of securities, plus the iiislitntional lending 
costs. Floors will also be established by risk pn'inia, arising both 
from the possibility of default by borrowers and from the possibility 
of losses sutiered from the sale of securities at reduced prices. These 
floors may effectively prevent the structure of interest rates Irom fall¬ 
ing to a level low enough to offset the decline in the marginal ef¬ 
ficiency of capital schedules, and thus promote a rate of investment 
consistent with full employment. 

The inelasticity of the marginal efficiency ol capital schedules, 
together with their downward shift, may be described more viv idly 
perhaps in the following manner. The extreme pessimism that al¬ 
most invariably accompanies major depressions knocks the props 
out from under any long-range planning periods. The deep un¬ 
certainty of the future, especially during such times, forces business¬ 
men to confine their plans to the v^ry immediate future; long-term 
investment programs are abandoned. But we have seen that changes 
in the interest rate are effective in the discounting (capitalization) 
process only on distant-future revenues, present v alues of near-future 
revenues changing little as interest rates change. With long-range 
investment programs shunted aside during depressions, the effective¬ 
ness of lower interest rates on the present values of future revenue 
streams is reduced to a minimum. 

Moreover, a decline in profit expectations during depression pe¬ 
riods may be expected to be accompanied by a sharp rise in risk fac¬ 
tors. We have already noted some of them. There is the abiding 
fear of being caught in an illiquid position and having to undergo 
forced liquidation of some expensive assets at a large loss. This risk 
arises from the possibility of loss of funds through debtor defaults. 
A much stronger possibility is that of being denied funds from the 
banks, who place so much stress on current earnings positions and 
who may demand prohibitive collateral requirements. And, finally. 
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we have tlie more obvious risk of inadequacy of future market de¬ 
mand. These risks not only induce a mad rush for precautionary 
cash balances, but they also cause the risk component of the dis¬ 
count factor in the capitalization process to rise sharply and swamp 
the interest rate component, rendering negligible any declines in the 
latter.'^ 

For all the various reasons mentioned, monetary policy, pursued 
alf)ne during depressions, is beset with weaknesses and uncertainty. 
Nevertheless, there may be occasions when antidepression monetary 
policy may be clTective. Furthennore, it is always true that, other 
things being ecpial, the more liquid the asset position of lenders and 
investors and the lower the rate of interest, the higher will be the 
rale of investment. Of course, the difficulty with “pure” monetary 
policy is that other things are rarely equal, especially during de¬ 
pressions. Nev'ertlieless, when other (fiscal) policies are being pur¬ 
sued, aimed at stimulating consumption and investment from other 
.approaches, the statement that investment will be greater the lower 
the structure of interest rates and the more liquid the public’s as¬ 
set position remains an important one to keep in mind. Alone, 
monetary policy during major depressions is well nigh futile. Em¬ 
ployed alongside fiscal devices, it is a very useful adjunct to the lat¬ 
ter and should be applied for all it is worth. 

Monetary Policy during Inflation 

The picture to be painted of the potential effectiveness of mone¬ 
tary policy during periods of inflation is much brighter. It is very 
much easier to raise interest rates than to lower them, and they can 
be raised as high as the monetary authorities desire. Open-market 
sales may also be carried out to reduce the liquidity of bank and 
nonbank groups and provide another strong depressant factor on 
lending and iiix cslment. Margin requirements and consumer credit 
conditions may also be tightened. And if consumption and invest- 

For a more extended elaboration of thc.se point.s, see Clwipter 4, pp. 183- 
184. An excellent di.scnssion ol some of the.se points is al.sc) to bt‘ found in 
W. J. Fellner, Monciaiy Policies and Full Employment, 2d cd. (Berkeley, 
University of California Pre.ss, 1947), Chap. 5 and passim, and Hick.s, Value 
and Capital, 2d ed. (Oxford, England, Oxford University Press, 1946), pp. 
258-263. 
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BitoiQll^fhould turn out to be inelastic to all these measures, there re- 
IMMI *he power to raise reserve requirements to the level necessary 
to prevent any further expansion ol bank credit, provided the au- 
^oritics ar(' willing to use this drastic instrument. 

It is evident from past experience, however, that monetary pol¬ 
icy has not been too successful in preventing inflationary booms 
either. This lack of success in the past has been partly the result of 
factors inherent in monetary policy, as is the case in depressions, 
and partly the product of factors more or less extraneous to the prin¬ 
ciple of monetary policy. 

In applying restrictive measures directly to the banks, monetary 
authorities are often confronted with a variety of diflficulties. Take 
the matter of the rediscount rate. There is difficulty in raisifig it too 
high for fear of placing too much pressure upon certain banks at 
the expense of others. In order to be effective it is often necessary 
to raise it alcove the rates banks charge customers. But not all 
banks go into the same types of loan securities. Smaller banks, 
away from the large urban areas, are apt to go into liigh-yield, rather 
risky assists. Banks in the large urban centers usually confine' them¬ 
selves to low-yield, relatively safe types of paper. The result is that 
in order to make the rediscount rate prohibitive to the former, it 
must be raised to such levels as to put undue pressure on the large 
urban hanks; in effect, it must be sharply discriminatory against the 
latter. The consequence is that the c*cntral bank authorities seldom 
raise the rediscount rate high enough to be really effective.^ 

Moreover, raising the rediscount rate is of little avail if the banks 
won't or don't have to borrow. When there are excess reserves, the 
banks do not have to borrow, so that the higher rediscount rate ex¬ 
erts little effect on them- As we have noted earlier, the Fcderal Re¬ 
serve System has attempted to cultivate a tradition against borrow¬ 
ing by the member banks for purposes of extending more credit. 
To the extent that this propaganda has been effective, the higher 

A possible exc'eptiou to this statement is the usefulness ajid effectiveness 
of a rise in t}>e rediscount rate in sers'ing as a storm signal to bank and non- 
bank groups alike that the situation is getting out of hand, and that the moxH'- 
lary authorities intend to tighten credit conditions; therefore all had better be¬ 
gin to haul in their sails. However, the real strength of this effert has yet 
to be deAioiistrated, in the opinion of the present writer. 
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rediscount rate is again rendered ineffectual. Moreover, rediscount 
rates constitute a relatively small part of business operating costs. 
When this fact is taken into account along with the fact that during 
periods of inflation, small risc.s in costs are relatively easy to shift to 
buyers in the form of higher prices, it is easy to see that investment 
will be little deterred by the usual range of increase in rediscount 
rates. 

It might be pointed out that the central bank, through its open- 
market sales, can bring about a rise directly in the general struc¬ 
ture of intere.st rates. Ortainly, the effectiveness of such opera¬ 
tions is nndoubtedh' much greater during inflation than their coun- 
terj)art during deflations and depressions. Long-range investment 
projects abound during booming prosperities, allowing changes in 
interest rates to operate on distant future revenues. The risk factor 
is considerably reduced in importance as a component of the dis¬ 
count rate. 

Despite the comparatiN c case with which interest rates may be 
raised by the central bank and the greater importance they play in 
the investment decisions of businessmen, there remains an important 
degree* of skepticism regarding the effectiveness of higher interest 
rates in stemming inflationarv forces. For one thing the rise in the 
interest component of discount rates will be considerably offset by 
the aforementioned decline in the risk component. The rising tide 
of aggregate monetary demand is, in times of full employment, 
likely to push prices up at a tempo sufficient to give a sharp boost to 
profits and profit expectations. The result will be upward shifts in 
the marginal efficiency schedules, under the impetus of these opti¬ 
mistic profit expectations; such shifts may largely offset the rises in 
the level of interest rates. Thus upward shifts in the position of 
these schedules during booming prosperities may offset much of 
the effectiveness of their greater interest elasticity. 

Moreover, the same optimism which induces the upward shifts 
in the marginal efficiency of capital schedules is also responsible for 
changes in the one element of the monetarv equation over which 
central banks have little control, viz., the (income) velocity of 
money. With risk elements largely reduced, bank credit rather 
easy, profit expectations good, and, on the part of households, in- 
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come and employment expectations high, there is apt to be a large 
amount of dishoarding of precautionary cash balances. These ac¬ 
tions on the part of investors and consumers are likely to be partic¬ 
ularly important in periods of rising prices, particularly wh(*n these 
gronps expect them to continue. Then lluTe is a rush to get into 
goods to beat the rise in prices, and a reluctance to get into securi¬ 
ties in anticipation of rising interest rates (falling bond prices). 

There is little the central bank can do to prexent this dishoard¬ 
ing, and, of course, dishoarding adds considerably to the inflation¬ 
ary forces, for it is synonymous with an expansion ol the income 
velocity of money, n hese dishoardings mav largeK' ollsel the con¬ 
tractions in the money supply being undertaken bv tin' central bank. 
This would be particularly critical if the iuHalionaiy movements 
happened to follow a serious, prolonged depression, during which 
the central bank had industriously pursued a policy ot expanding 
the money supply in order to allow people to satisfy their hoarding 
propensities, and thus stimulate their spending actixities. In an 
ensuing inflation the large amounts of idle cash balances carried 
over from the depression would provide a major source^ ol dis¬ 
comfiture to monetary authorities attempting to ox ercome the swell¬ 
ing tides of inflation.'® 

I’here is yet potentially one decisive instrument at the disposal 
of central banks during inflations. This tool is the curbing of the 
expansion of the money supply itself. In fact, it is actually the 
essence of monetary policy in periods of inflation that it is directed 
toward reducing the availability of credit. A policy ol reducing the 
power of banks to lend, through open-market op(*rations or in¬ 
creases in reserve requirements, makes it more difficult for banks to 
lend. It makes it necessary for them to develop a policy of capital 
rationing, to be more selective, that is, in the granting of new loans 
and the renewing of old ones. Any attempts by the banks to offset 

In view of historical evidence, care should he taken not to t'xaggerate 
the inflationary character of a rise in the income velocity ol monetaiy circula¬ 
tion. In tlic past no important inflationary moveinents have been induced hy 
this factor alone. Always the villain in the act has turned out to he a con¬ 
tinuously expanding money supply. The belief of the present writer is, there¬ 
fore, that if the money supply can be contracted, or at least kept from expand¬ 
ing, inflationary movements will soon run their course. 
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the effects of these central bank actions by borrowing can be 
minimized by central bank refusal to lend; this is true even of the 
Federal Deserve System, which, since the thirtit's, has the power 
to deny requests to lend if it thinks such lending to be undesirable 
from the standpoint of the health of the economy.’’* The end result 
is a reduction of the total money supply. Degardless, then, of the 
height of profit expectalions, the iiieffectualness of higher interest 
rates, etc., if businessmen cannot get any more funds from the banks, 
the major source of inflation is stopped cold. 

li this is so, why haven't the central l)anks taken adv^antage of 
this power in the j)ast? The reason is that they have either not 
had tin* power, or if they have, they have lacked the will to use it. 

In many countries, the United States, for instance, the central 
banks ha>e not, in the past, had absolute control over commercial 
bank reser\es. In the United States this deficiency has been par¬ 
ticularly acute, because of the fact that so many (state) banks 
remain outside th(' sph(*re of control of the Federal Reserve System. 
Thus changes in the reserv^e requirements of member banks do not 
affect those of non-member banks. Moreover, the powers of the 
Federal Reserve’s Board of Governors in this connection are re- 
strictc'd to a doubling of the reserve requirements indicated by the 
law. This often leaves a large margin of leeway to banks for the 
further expansion of credit. 

Even when central banks have had strong powers over reserve 
reejuirements they have been reluctant to use them. This includes 
the Federal Reserve System, which has indicated reluctance to use 
the powers it has had. The reasons for such unwillingness are 
quite varied. One is that the level of reserves among banks differs 
widely. Some may be practically at the limits of their (legal or 
customary) reserve rcquin’inents, while others have large amounts 
of excess reserves. Changes in reserve requirements are a very 
blunt instrument, however, affecting all banks indiscriminately. 
Thus, raising reserve requirements with the intent of restricting 

Thi.s latter lemark is hcilstered in importance by the reluctance of the 
member banks of tlic Federal Reserve System to get into debt to their Rc’serve 
Banks, together with the policy of discouraging continuous borrowing pursued 
by the System. 
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banks with large excess reserves often imposes undue liardships on 
Blbers whose reserves are virtually at the limit. Central banks 
hesitate to involve themselves in such a situation. This situation 
a heightened in the United States by the threats of member banks 
to leave the Federal Reserve System if their reserve re(|uirements 
are raised, while those of noninember banks remain unaffected. 

Of greater importance, perhaps (and this plus the remainder of 
the discussion applies to restrictive monetary policies in general), 
are the ever present political pressures to which the monetary au¬ 
thorities may be subjected. Much of this stems from the “new era" 
psychologies which often develop during prolonged prosperities. 
When profits and profit expectations are high, businessmen, bankers, 
and politicians alike bring pressure against anv policies \^'hich will 
put a brake on the upward movement ol the ec(»nomy. Especial 
difficulty confronts the central bank when it has to face the falla¬ 
cious economic reasoning, shared by all (uninformed) groups, that 
the extensaOD of bank credit to producing enterprises is anti-in¬ 
flationary because it leads to an intTe4ise in the output of th<' bor¬ 
rowing enterprises. In times of full employment, such a (widely 
held) attitude is dangerous, for it is clear that an expansion of out¬ 
put in one direction can only come from a contractkxn of output 
(through inflationary bidding) elsewhere. In addition, (‘entral 
banks have too often been plagued with adverse criticism, have' 
been, too often, made to bear the major share of public criticism for 
cyclical slumps, even when they have pursued correct policies. 
Simultaneously, they have been accused of allowing booms to de¬ 
velop and of being responsible for their collapse. These criticisms 
have made them unduly sensitive to public opinion, and public 
opinion seems to be everlastingly opposed to steps which appear to 
threaten the maintenance of boom conditions. 

Undue sensitivity to adverse public opinion has tended to make 
the monetary authorities overly cautious at times when quick ac¬ 
tion is called for. The seeds of deflation and depression are sown 
during inflation. It is in the very incipient stages of inflation that 
forthright central bank action is necessary. But the uncertainty 
that arises from inaccurate and/or incomplete knowledge often re¬ 
sults in prolonged hesitation on the part of the central banks. Then, 
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as the inflation proceeds, doubts arise concerning the soundness of 
the economy and with these doubts, come fears that precipitate 
restrictive monetary policy may overreach itself and plunge the 
economy into deej)er throes of deflation than might occur without 
central bank action. There is always tlie danger that restrictive 
credit ojHTations, like open-market sales and raising of rese^rve re- 
([uircmciils, may precipitate a violent collapse in security markets to 
such an extent as to iinite panic and liquidity crisis. Nor are sucli 
results neccssarilv confined to these markets only. Public knowl¬ 
edge that it is the aim of credit policy to prevent prices from rising 
further, or perhaps effect a reduction in prices, may easily give rise 
to the belief that a wholesale series of downward price adjustments 
is imminent. The result, of course would be a wave of deferred 
buying and hoarding, as the public waits upon the price adjust- 
iTUMits. ExjDerieiicc along such lines indicates that central bank 
authorities are not entirt'ly unjustified in these fears.’* 

It is perhaps unjust to be too harsh with central bank authorities. 
Their hesitation is in large part a product of the incompleteness of 
our knowledge* of the behavior of the economy. It is difficult to 
know just M'hat stage of development of a boom the economy may 
be in. We ha\e only to recall the forecasting errors that were made 
in connection with the postwar boom of 1940-1947 and the better 
part of 1948 and then the recession of 1948-1949. Most authorities 
were surprised at the boom in the immediate postwar period, and, 
having finally become reconciled to their errors, were equally sur¬ 
prised at the later recession. In the light of these weaknesses in 
our forecasting techniques, and other gaps in our knowledge con¬ 
cerning the behavior of modem economies, one cannot altogether 
blame monetary authorities for hesitating to take drastic policy 
measures before being convinced of the appropriateness of a par¬ 
ticular course of action. Nevertheless, they have frequently been 
guilty of too long delays in taking some course of action, and, having 

During the late twenties, for example, the Federal Reserve authorities, 
partly as a result of adverse criticism they had suffered during the cyclical 
decline of 1921, indulged in an extended period of procrastination before em¬ 
ploying a policy of monetary restriction. By the time tliey did so, it was too 
late, and the monetary restrictions served to accelerate the rate of monetary 
deflation during the ensuing periods. 
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taken action, guilty of a severe lack of aggressiveness in pursuing 
the coiirs(‘ of action. The evidence is great, for example, that the 
Federal Reserve System was guilty of following the ris(* in interest 
rates during the late twenties rather than leading it. 

Finally, wc have the possibility of other policies conflicting 
with restrictive monetary policy and often pushing it to one side. 
The most important and widely discussed one in recent years was 
the policy of pegging the level of interest rates on government 
.securities, particularly those on long terms. This policy was dic¬ 
tated in large part by Treasury dt'sires to keep the interest burden 
on the national debt as low as possible, hut also by the fear of pre¬ 
cipitating a panic on the bond markets if the F('deral Reser\e Sys¬ 
tem permitted security prices to fall (interest rates to rise). 1’he 
policy of keeping securities prices from tailing, in effect gave to the 
commercial banks complete control over their reserves. Ck)vern- 
ment securities were as li(juid as cash; as soon as a bank found itseli 
running .short of ca.sh, either because of the demand for bank credit 
or because of restrictive actions (raising ol rcs('r\e rc*(]uircments 
by the Board of Governors), they had merely to sell some of their 
govenjment bond holdings at the pegged price. Such a policy is 
very desirable in times of deflation and depression. In times ol in¬ 
flation, it is an invitation to disaster. For it constitutes a permanent 
open-market purchase program on the part of the ccMilral bank at 
a time when restrictive credit operations ought to he in process. It 
is extremely doubtful whether the economy would be harmed as 
much by higher interest rates as it is by prolonged inflation. If the 
Treasury forced the central banking authorities to pursue such a 
policy on the grounds that in the long run a low interest structure 
will redound to the benefit of the economy, one may well wonder 
if too much importance was not being imputed to the role of interest 
rates in the investment decisions of businessmen. If the pegging 
policy was pursued in the interests of keeping down the costs of 
the public debt to the economy, it seems clear that the savings in 
these costs were completely wiped out by the additional costs im¬ 
posed on the economy by the inflationary forces which were per¬ 
mitted to run rampant. 

There have been other similar conflicts of policy in the past. 
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Very similar to the post-World War 11 experience was that which 
followed the end of World War 1. In this case, too, the Federal 
Reserve System, to facilitate the sale of the last of the Victory bonds, 
found itself pursuing a policy of easy money while price's were 
threatening to soar to iniprecedeiited levels. Conflicting objectives 
such as these, with monetary policy being made subservient to 
other goals, not always compalible with monetary stability, often 
make monetary polic y appear futile in periods of inflation as well 
as in pc'riocls of deflation. This is not the case, howexer. When it 
has appeared to be so, close sc:nitiny usually reveals cither the lack 
of h'gal power to exercise proper control or, for one reason or an¬ 
other, the lack of will to pursue corrective* monetary policies during 
periods of inflation.'’' 

Sowr Suggexted Remedies for a Few of the Weakftesses of Pure 
Monetary Policy 

In view of some of tlie limitations on monetary policy discussed 
in the preceding page's, it seems desirable to discuss a few proposals 
for strengthening the hand of the monetary authorities.''' The 
most important, and widely ac'cepted, professionally, proposal for 
strengtlu'ning the monetary controls is the scheme for obtaining 
100 per cent reserve bankiii^."" This scheme would replace the 
present fractional rt'serve banking system with one in which the 
banks were required to hold one dollar of reserve for every dollar 
of demand deposits. The objective is to take away from the com¬ 
mercial banks the powcT of creating and destroying bank c'redit, the 
most important part of the money supply, and give it to the central 
banking authorities. In this way the money supply, while not 
necessarily held constant, would vary at the discretion of the cen- 

Till' forej^oiiij; cliscussinn of tlie limitations was not meant to be ex- 
liaustive. Rather it was designed to touch upon the more salient features, par¬ 
ticularly those which bear ino.st strongly on the subject matter di.scussea in 
variou.s earlier parts of the book. More extensive discussions may be found in 
almost any modern money and banking text. See also the list of supplementary 
references at the end of this chapter. 

Of necessity the proposals mentioned and the discussion of them will be 
brief. Therefore, the reader is again referred to any of the modem texts on 
money and banking for more extended discussions of suggested proposals. 

The most elaborate discussion of this proposal is to be found in the late 
Professor Irving Fisher’s book, 100% Money (New York, Adelphi Press, 1935). 
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tral monetary authorities, who. through open-market operations, 
would expand or reduce the total amount of money in circulation. 
The great advantage of this shift in the power to cn'ate aijd d(*stroy 
mouey is that such changes as would occur in the montw supply 
would be made by a body whose sole objectix e was the niaiutenaiiee 
of economic stability, and not, as is the case at prt'seut, by large 
numbers of irresponsible bankers, whose quest for profits leads 
them, unwittingly, to reduce the money supply wlien it should Ix’ 
expanded and to expand it when it should be contracted. 

Under the 100 per cent money scheme, the coniTuercial banks 
no longer could create money for loans and iiuestineiils. Iji fact, 
they would be deprived of their lending functions, their sole duty 
being that of acting as depositories lor che*ck inoncw providing for 
its convertibility to cash on demand and maintaining the bookkcc‘p- 
ing system that would indicate the transfer of ownership of cht'ck- 
ing deposits. Their earnings would accrue from ser\ice charges on 
checking accounts, charges probably miicj] larger than they are at 
present. Inasmuch as the method for instituting the 100 per c‘ent re¬ 
serve sy.stem may well be the exchange of cash by the central bank 
for the large volume of govenjment securities banks now hold, an 
additional suggested source of earnings might be the continued pay- 
jnent of iiitt'rest on the government securities to the banks. 

Lending, short and long term, would be carried out by savings 
institutions, such as savings banks and insurance companies. These 
would be forbidden to create and issue money, but would be per¬ 
mitted to lend only those voluntary savings which had been de¬ 
posited with them. 

There has been some difference of opinion among proponents 
of 100 per cent money as to the exact role of the central monetary 
authority with reference to the money supply. Some have held that 
the monetary authorities should keep the money supply constant 
in the short run, but permit it to rise in the long run in accord with 
the secular growth of the economy. Others have felt that*the mone¬ 
tary authorities should be free to change the supply of money, par¬ 
ticularly to permit this variable to be used in a positive role for com¬ 
bating cyclical fluctuations. The present writer is firmly aligned 
with the second of these viewpoints. One hundred per cent money 
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does not, or should not, imply a constant or secularly growing 
money supply. It simply means that we are freeing ourselves of 
the haphazard, undesirable fluctuations in the money supply. 
Changes in the money supply are not in and of themselves bad; 
they are bad only when they act perversely. There is no reason 
why we cannot make them behave in a manner that will help us 
to even out the cyclical movements in business activity. 

During the forties there came forth a series of proposals designed 
to permit tlu* h'ederal Reserve System to regain a large part of the 
control over commercial bank credit it had lost in maintaining the 
aforementioned support policy of the government bond market. 
These proposals called for an important increase in the reser\^e re¬ 
quirements ol the commercial banks, nonmember as well as member 
banks. They would also have required the banks to hold part of these 
higher reser\es in the form of government securities. This latter 
provision would thus have deprived these s<'curities of their char¬ 
acter of being perfectly liquid earning assets, a position they held 
as a result of the pegging policy, and at the same time, would have 
prevented the banks from selling them to the Federal Reserve System 
ill order to increase their reserves for purposes of further credit 
(expansion. It is apparent that these proposals, with their emphasis 
on much higher reserve requirements (about 75 per cent of demand 
deposits), go a long way toward attaining the 100 per cent reserve 
system and would accomplish many of its objectives, principally 
that of limiting the banks’ ability to vary the money supply. This 
so-called “security reserve” proposalhas a much greater chance of 
gaining acceptance than the more radical, but fundamental, 100 
per cent reserve banking reform. 

At best, a 100 per cent money scheme, or something similar, 
gives to the monetary authorities control over only one of the two 
monetary variables in the monetary equation. That is, Af, the 

Various aspects of llics(’ “.security rc.serxe” proposals can be found in 
tlie following: L. H. Sclt/er, “The Problem of Our Excessive Banking Re¬ 
serves,” Journal of the American Statistical Association, XXXV (March, 1940), 
pp. 24-36; Committee for Economic Development, Jobs and Markets, op. cit., 
pp. 90-95; Federal Reserve Bulletin (January, 1948), pp. 14-23; and Board 
of Governors of the Federal Reserve System, Federal Reserve Policy, Postwar 
Economic Studies No. 8 (Washington, 1947), pp. 112-119. 
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quantity of money, is brought iincler complete, or nearly complete, 
control. Ilowe\^er, there remains uncontrolled V, the velocity 
(primarily, the income velocity) of circulation. During inflations 
the gap may not be so serious. As was pointed out earlier, inflations 
in the past, at least, have been founded mainly on (wpansions in the 
money supply, not increases in the velocity of money. Further, it 
is possible for the luonelarv authorities to contract the money supply 
to offset the inflationarv effects of dishoarding. It is during reces¬ 
sions and d(‘pressions that the inability to control the income 
velocity of inonev giv(\s rise to .so much beartaclie. For the great 
hoarding propensities that seize the public in the course of major 
downswings are one of the chief reasons for the scNcritv of major 
depn\ssions and constitute one of the greatest obstacles in tin* path 
of monc'tary and fiscal attempts at recovery policies. 

The most important proposal for remedying this deficiency is 
that which suggests removing the costless (int(*rcst-lrt‘e) character 
of hoarding by having the government levy a small (say, of 1 
per cent) monthly tax on hoarded balances, a tax which would also 
increase with the length of time over which balances wtTC held idlt\ 
In this way, then* would be a distinct incentive to people to make 
their balances available for investment rather than hoard. 

One distinct advantage this suggestion holds in connection with 
the latter efi'ect (added inducement to lend rather than hoard) has 
been noted by Professor Hart,” among others. Earlier, we pointed 
out the difficulty of lowering interest rates sufficiently to call forth 
a full employment level of investment. There are floors set to in¬ 
terest rates by such factors as risk (from default and declines in 
security prices), administrative costs, and precautionary and specu¬ 
lative hoarding. Hoarding is made profitable under certain condi¬ 
tions b(*cause existing monetary regulations permit the holding of 
money without cost, that is, there is no interest charge on the hold¬ 
ing of idle balances. This contrasts with all types of assets (securi- 

A. G, Hart, Moneys Debt, and Economic Activity (Nrw York, Prentice- 
Hall, Inc., 1948), p. 445. Hart also pives a more detailed description of this 
propo.sal than can be given in a book of this sort. He draws mainly on the 
work of Arthur Dahlbcrg, When Capital Goes on Strike (New York, HaqxT & 
Brothers; i«n). This book contains the most carefully reasoned and 
thoniuf^ily woi^Dod out analysis of the hoarding-tax scheme in existence. 
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lies) which are not money. These always bear a rate of interest. 
The floors discussed earlier keep interest rates on securities from 
being brought to the levels of those on money, namely, zero. A tax 
on hoarded money would mean that the rat(' of interest on cash was 
no hjiiger zero, but was /e.y.v than zero, or negati^e. Jn other words, 
such a tax would create a cost lor holding idle cash Ijalanccs. As 
a i(\sult, a S per cent \ield on securities which was unattractive to 
lendtrs at a zero rate ol interest on cash w^ould hc' worth the equiva¬ 
lent tit 1 ])cr c(‘nt if a 1 per cent tax were levied on the idle cash 
balances. Zero and even negative interest rates become possible for 
certain t\ pes of .securities under such a .scheme. And it would also 
go a long w^ay t(iW’ard breaking down the barriers imposed by 
speculatiNc hoarding. “It w'oiild not pav to hold cash for bear 
.sjicdilation (that is, in anticipation ol a tall in bond values or rise 
in interest rates) unless the .spc‘culative asset in view was expected 
to drop in jnice rapidly enough to balance the" rate at which the 
value* of cash was declining under the pressure of the ta\."‘^ 

The deterrents to hoarding and the efl(‘ets on interest rates of 
such a hoarding tax scheiiu* sliould be clear, \^h■thin certain limits, 
the tax might be made higli epough to permit the reduction of in- 
tert\sl rates to levels, even negative, neeessaiy to induce a full 
eniploym(*nt rate of investment. At present, a rate of interest low 
enough possibly to sthnulate an important rate ol investment xisiially 
finds lenders reluctant, for various reasons already discussed, to 
lend. But a good deal of this reluctance stems from the costless 
alternative to lending, viz., hoarding. Attempts by monetary au¬ 
thorities to overcome these hoarding propensities by expanding the 
monev' suppl)^ are often thwarted by the hoarding of the expanded 
money supply. Thus liquidity preference drive's at once prevent 
interest rates from falling and keep new funds from entering the 
loan markets. The' suggested hoardings tax would make such ac¬ 
tivities on the part of the holders of idle balances unprofitable, 
forcing them to make at least part of their funds available to the 
capital markets and at interest rates consistent with the going 
marginal efficiencies of capital.'^ 

Hart, op. cit., p. 444. Pareiitlielifal remark.s added. 

Out' pu&.siblc* drawback lias been nnted by G. L. S. Shackle in a review 
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There appears to be little chance of such a proposal's Roinj; 
over. The scheme is entirely too radical for the conservative think¬ 
ing of most hiisinessmeii and, even, economists. This is true of the 
latter, siirprisingly enough, even though no thoroughgoing objec¬ 
tions have been raised against the scheme (as j^roposed by Dahl- 
berg) on the professional level. If instituted, it obviously would 
serve as a useful complement to the one major defic-ieney of 100 per 
cent money, nainel)', Ihe lack of control over the \elocity of money. 

One further suggestion for strengthening the role of monc'taiy 
policy, particularly in depressions, is in order. With prices falling, 
bankruptcies rampant, and wliol(\sale pessimism reigning, banks g(‘t 
notoriously cautious about extending new loans. Hiey ONcrwhelm- 
ingly doubt the credit v\'orthiness of potential borrowers, and as a 
result, become tiX) stringent on collateral requirements for loans to 
individuals and corporations whose credit position is not yet finnly 
established. Recognition was made of this condition in the Uniteil 
States during the thirties, when the Federal Reserve Banks and Re¬ 
construction Finance Corporation were permitted to lend directly 
to those individuals and corporations whose financial positions were 
basically sound, but w'hose unestablished credit position made the 
fnerly pessimistic banks reluctant to lend to them. However, the 
evidence is that these direct loans never attained significant propor¬ 
tions. Now there are undoubtedly many, many borrowers in the 
position just described, borrowers whose investments might give 
a substantial boost, badly needed, to the aggregate rate of iiivest- 
immt during depression if their requests for funds were ac- 

of Dalilberp’.s book in llic Economic Journal (Soptombe'r, 1938), cited in 
Ffllner, op. cit., p. 187, n 8, Mr. Shackle asserts that although hoarding will 
decline under the tix scheme, in\estnieiit demand will also tcMid to ftill oft 
because profits that weic hoarded would also be taxed. Profits whicli are taxed 
when hoarded would lie worth less than profits wliose value remain unchanged 
if hoarded. However, this argument appears to os’erlook the fundanientul 
rationale of the tax scheme. The .scliuiiie assumes tliat investment is deficient 
because interest rates are too high and are kept from falling by the hoarding. 
Hence if interest rates could be lowered as u result of the tax on hoard.s, there 
would lie considerably less incentive to refrain from reinvesting profits. The 
lioost to consumption such a tax w'ould give would also tend to stimulate invest¬ 
ment activity. Mureov'cr, aside* from the effects on interest rates and lending, 
it is eyfdenlt vuch a tax w'ould make hoarding, per se, expensive. Unless 
pricesto fall fast enough to at least offset the co.sts of hoarding, 
the tMt Mi a direct stimulus to the propensity to consume. 
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coiTimodated. A very much expanded loan guarantee program of the 
type the R.F.C'. has carried out ui tlu* past, or of the types carried 
out under the loan guarantee programs for \vt(Taus in the post- 
World War II period is in order. Such a program, carried on aggres¬ 
sively, might go a long way toward overcoming the reluctance of 
hanks to lend to woidd-l)e borrowers during depressions. 
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CHAPTER 15 

FISCAL POLICY AND THE BUSINESS CYCLE 


We have seen that the underlying thesis of monetary polie\ as a 
stabilization device is that it can inflnence the rate of aggregate 
spending (both on consumption and investment) by \arvifig the 
degree of liquidity of the \arious groups in the economic com¬ 
munity, including banks, business units, and households. H) in¬ 
creasing the stock of ca.sh and other liquid assets (short- and long¬ 
term goveminent s(*ciirities) of these groups, and by making bor¬ 
rowing conditions easier through lower interest rales, etc., mone¬ 
tary policy seeks to raise the lc\el of aggregate spending. And In 
following opposite lines of actions, aimed at reducing the g(*neral 
liquid asset position of the community and making borrowing mon* 
costly and difficult, monetary policy seeks to restrict the flow' ot 
total expenditures. 

Fiscal policy, oji the other hand, rests on the thesis that it can 
influence the total level of aggregate expenditure's primarily through 
changes in the lev'el of individual anti corporate* incomca. The 
tools of fiscal policy rest, in the main, on the nation’s budget. Thus 
they consist of government revenues, including tax receipts and 
borrowed funds, and government expenditures, comprising such 
things as “nonnal” governmental administrative expenses, capital 
expenditures (public works), relief expenditures, subsidies of vari¬ 
ous kinds, etc. It will be* seen that, in the first instance at least, 
government expenditures are income creating and expenditure in¬ 
ducing, while taxes are primarily income and expenditure reducing. 
Hence the remark that fiscal policy seeks largely to influence aggre¬ 
gate spending by affecting personal and corporate incomes. 

It evident, however, that individual incomes may be in- 
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fliienccd not only by the level of government spending and taxing, 
but also by the' structure of the tax program and expenditures pro¬ 
gram. Thus taxes an' in any event deflationary, but the same total 
lax yield may be made more or less deflationary, according as the 
tax structure is arranged to be more or less consumption or invest¬ 
ment (or both) depressing. This is true of expenditures, too. In 
accordance with the way in which a f^iven total expenditures pro¬ 
gram is arrang('d, the same total may be made more or less in- 
Hal ioiiary. 1’he nion* biased a given total of government outlay is 
toward high-income groups, the less stimulus it offers to the 
rconomy per dollar ol expenditure; the more biased the smuc total 
iiiitlav is ill the direction ol lower income groups, the greater the 
stimulating ellcct on the economy is likeb' to be. 

We liave so far omitted one other tool of fiscal policy, an omis¬ 
sion which as recently a.s twenty vears ago would have occasioned 
no concern, but xshich today is inadmissible. We re'fer to the 
national debt. Because of the immensity of its size (in an absolute 
sense), management of the national d<*bt in most co\mtries has be¬ 
come an integrat('d tool of fiscal p(dicv. Lhilike the above-ineii- 
tioned tools ol fi.seal policy, but like the instruments of monetary 
polics', manipulation of the public debt as such is aimed more at 
influencing aggregate spending through changes in the liquid 
asset position ol the populace than through c'hanges in its income. 

It may be objected that inasmuch as changes in the level of the 
national debt are the direct product of differences between taxes 
and expenditures (i.e., deficit or surplus budgets), they actually 
infiiience private expenditures by affecting private incximes. While 
this statement is true, we are construing debt management to refer 
to the way the debt is handled after the decision to change its level 
is made. Thus if it is decidc'd to reduce the size of the debt, should 
the banks be paid off first, and if so, the commercial banks or the 
central banks, or should the nonbaTik public be repaid first? The 
effects on the national income of repayment to each of these three 
groups is different. By the same token, if deficit financing is to be 
undertaken, should we borrow from the banks or the iionbank 
public, or should the government issue non-interest bearing debt, 
that is, simply print the money? Again, the effects on the national 
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income of these various means of borrowing are different, and it is 
important to recognize the differences. Each of them has some¬ 
thing to say for itself, and under different circumstances, one (or 
more) may he preferable to the others. 

The ensuing discussion will deal first with the manipulation of 
the national budget in the as a tool of fiscal policy. Then 

we shall proceed with a discussion of the strnrtiircs of the tax and 
spendings programs, and, finally, close shop with an analysis of 
some of the problems of the national debt. 

Bl’llGETARV POLKA 

Once again, it is neccssarv to set the philosophical tone of the 
discussion that follows. We an' obsei'ving the handling of fiscal 
(budgetary and debt) policy from the standpoint of what has comt' 
to be known as “functional finance.” Functional finance is a term 
used to descrilx' the philosophy that go\'ernment outlays and 
revenues (and debt policy) are instniments for maintaining eco¬ 
nomic stability at full employment of the nation's resources (at, we 
should add, non inflationary prices). Thus taxes and borrowing 
should not be viewed as providing governments with the means to 
finance expenditures. Nor should expeudihires be viewed as neces¬ 
sary evils for maintaining the basic functions of government. Rather, 
taxation should be regarded as a fundamental device for getting 
money out of people's hands, in order that they spend less. Taxa¬ 
tion may also be u.sed to reduce the inequality in the distribution 
of the national income, either on equity grounds or to raise the level 
of consumption hf taking from the low- (marginal) spending high- 
income groups and giving to the higher- (marginal) spending low- 
income groups. By the same token, borrowing should also be re¬ 
garded as a means for getting money out of people’s hands and 
making them spend less. Or if borrowing takes place from com¬ 
mercial or central banks, it is ostensibly a method for getting more 
money into people's hands through the medium of government 
expenditures. The latter in general should be viewed as consisting 
of various (fiscal) methods for making more money available to 
household and business groups, to induce greater spending on their 
part. 
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The government is never at a loss for funds to spend, for it can 
resort to the printing of money or borrowing from the central bank 
on an*interest-fre^ basis. In many cases (to be discussed) the 
government might find it preferable to resort to the printing press. 
To some people this suggestion will seem utterly shocking. To the 
more sophisticated, however, who understand the mechanism of 
bank-credit creation, borrowing from the banks or printing the 
monev differ not one iota fr<im each other, as far as their effects on 
tlic stability of the* (economy are concerned. The printing press be¬ 
comes merely another device for maintaining economic stability, 
along with taxation, l)orrowing, and go\ eminent spending. It is 
simply another way of providing the people with spending power 
during pcricnls of depression. And it is only in suib circumstances 
that resort w’ould bt* had to it, never in times of full employment or 
inflation. 

The ensuing discussion, then, discaids tlie traditional attitude 
toward public finance (t.e., fiscal and debt polic\ ) as consisting of 
the ways and means of financing governmt'iit. It concerns itst^lf, 
rather, with the wavs and means which the government may em¬ 
ploy to maintain a stable economy without inflationary conse¬ 
quences.’ 

Passive Budf^t Policy: Built-in Flexibility 

In the handling of fiscal policy we are constantly confronted 
with the problem of timing; that is, there is alwavs the question of 
token to take action. In addition, there is the problt*in of what to 
do. Combining the two problems, we may say that the* p('rsistent 
question confronting the fiscal policy admiiiistrator(s) is when to 
do what. In the face of the existing limitations to our knowledge of 
the behavior ol the economy, the time needed to collect informa¬ 
tion, together with the possibility of conflicts in the information, 
and the consequent difficulties in forecasting movements in the 

^ For till' more cimservativr-minded n*adiT wt* nfler the siigj'estion that the 
level of government activity in the modem ecoiioniv is so high that it is posi¬ 
tively out of the question ti» ignore the effects tni the stnhilily of the economy. 
Tills being the case, it is really a short step to attejnpt It) regulate the goveni- 
tneut’s fiscal activitie.s with a view to getting it to contribute a maximum of 
stability to tlic economy. 
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economy with consistent accuracy, there are serious restrictions on 
our ability to answer the question “when to do what.” These limita¬ 
tions put a premium on fiscal devices which provide automatically 
corrective influences on movements in the national income, eniplo)'- 
meiit, etc. 

Such correctiv(* influences provide ns with a period of leeway 
during which we can decide just what the nature of the maladjust¬ 
ment is and what appropriate measures are to be taken. They 
damp the amplitude of fluctuations in national iiicojue. And by 
allowing us time to diagnose the nature ol the problem, tht'v lessen 
the danger ol taking inappropriate aetion and hence tlie dauger ol 
the remedies’ having a perverse effect on the movements in national 
income, etc. They give us time, that is, to be sure that the obserx ed 
movements in the national income are not more temporary fliic'tua- 
tions, but arc major changt's induced by movements in what we hav e 
called aulononious factors. Othei-wisc, there would always be the 
possibility of precipitating the economy into inflation or deflation, 
depending on how we misjudged the nature of the maladjustment. 
For example, a very minor recession niiglit be misinterpreted as a 
major downswing. Plunging into policies designed to provide the 
economy witli expansive forces might bring about a violent infla¬ 
tionary inovemcnt, for our assumption of a minor recession means 
that the autonomous investment factors themselves will (juickly pro¬ 
vide the force to carry the economy upward again. The combina¬ 
tion of these autonomous elements with e.xpansionary fiscal and 
monetary policies might be just enough to precipitate a violent in¬ 
flation. A sudden contraction of deficit financing and the like at the 
first signs of inflationary movements might overestimate the nature 
of these movements and precipitate the economy into a violent 
recession.' Incidentally, corrective influences also provide forces 
which will alleviate the effects of incorrect action; at the same time, 

- T]\v reader will recall that this hitler possibility is no mere hypothetical 
example. This is precisely what happened in 1937. The ehiinces ol a repeti¬ 
tion of this seipicnce ol e\ciits are eomiderably diminished, both as a result oJ 
the experience itself and liecaiise the Federal fiscal stnicturc has considerabl) 
more built-in flexibility now tlian It had in the thirties. This latter fact will 
give us time to make certain the nature of such inflationary price movements as 
oecuired in late 1936 and early 1937. 
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by providing certain offsetting influences to changes in the national 
income, they lessen the magnitude of the task confronting fiscal and 
monetarv authorities. 

I’he existence of automatic corrective factors, or, as they are 
often called, automatic stabilizers, within a nation’s fiscal and 
moiu'tarx' structure is described bv the term “built-in flexibility.” 
The c'sscnce of built-in flexibility is that (1) with a given set of 
lax rates, tax yields will xary directly with national income; and 
(2) th(Te are certain liiu's of goxtTiiment expenditure which tend to 
\ary inicrselif with moNcinents in national income, such as iin- 
I’lnployinent insurance and larm price-support programs. 

A givt'n set ot tax rates operates automatically to offset part of 
the Josses in disposabl(‘ income .suffered during periods of declining 
national income, bt^cause ijidi\idnals whose incoin(*s are cut get a 
reduction in taxes. The opposite is true in periods of rising national 
incoiiK*. Where the tax structure is strongly progrt'ssive, the re¬ 
duction in tlu* tax drain upon incomes is likely to be greater than 
proportionate to a tall in national income, as individuals shilt from 
higher to lower tax rate brackets under the impact of declining in¬ 
comes. In similar fashion, the tax drains on incomes incrt‘ase as a 
percentage of income during periods of rising national income. 
Thus a progressive tax structure is just about the best automatic 
stabilizer w(- have. This is particularly true if the tax system is put 
on a pay-as-)'ou-go basis, so that lags are eliminated between 
changes in the individuars income and changes in his tax drain. 
’’J’he faster the tax drain on an individuars income is reduced in 
p(‘riods of declining national income, the smaller is likely to be the 
reduction in his spending; in inflationary periods, a quick increase 
in tax drains will act to reduce the inflationary impact of increased 
ijidi\'idii al expenditures. * 

Just as taxes provide offsets to changes in disposable incomes 

.sttiteiiiL'iit i.s Iruf us it .stuiids. However, it eoritaiiis the implicit, 
and (juestionable, assiiinplioii that private spending is based only on current in¬ 
come. In so l.ir as private spending (purliciilarly consumption) is based al.so 
on expectations of future income, einployinent, and prices, etc., thi* effects of 
the lax offsets on private .spending may be largely nullified. It should be noted 
also that automatic stabilizers pose a significant drawback during periods of 
rising national income irom depression, for they serv^e to retard the upswing 
by damping private spending. 
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by varying directly with changes in national income, so certain fields 
of government expenditure offset changes in incomes by varying 
inversely with movements in national income. Unemployment 
compensation programs, for example, cause an immediate increase 
in government outlays (and an immediate cessation of payments 
into unemployment reserves by the unemployed) in the form of 
weekly benefits to the unemployed. Similarly, farm price-support 
programs call for increased government payments to farmers as 
soon as prices drop below the support levels. These channels oi 
expenditure also contract during upswings in national income, em¬ 
ployment, and prices. 

As an aid for gauging the present importance of built-in flexi¬ 
bility in the U.S. Government's budget, the most recent estimates 
are that present automatic stabilizers will reduce the amplitude of 
fluctuations in the national income by approximately one-third. ‘ 
This means that for every decline in national income of 1 billion 
dollars, an increase in the budget dc^ficit (or dc^cline in a budget 
surplus) of 333.33 million dollars will take place to fill some of the 
gap in private investment or consumption; a rise in national income 
of 1 billion dollars immediately induces a decline in the budgf‘t 
deficit (or rise in a budget surplus) also of 333.33 million dollars, 
providing a partial offset to the effects of an increase in priv^ale in¬ 
vestment or consumption. 

Professor Hart, who has been a pioneer among those advocating 
the use of automatic stabilizers, has suggested ways for improving 
the degree of built-in flexibility in the nation’s budget."’ These sug¬ 
gested improvements include such things as: 

1. The incorporation into labor contracts of clauses calling for shorter 
hours before resorting to layoffs. This suggestion arises from the fact 
that the more people laid off outright, the fewer will be the number 
of people whose incomes are maintained in part by the reduced tax 
drains. It obviously does no good to have reduced taxes to pay if ont‘ 
has no income. 

"^Cf. R. A. Musgrave and M. Miller, “Built-in Budget Flexibility,” Ameri¬ 
can Economic Review, XXXVIII (March, 1948), pp. 122-128. 

® See A. G. Hart, 'Timing and Administering Fiscal Policy; How To Give- 
Relevant Counsel,” American Economic Review, XXXVIII (May, 1948, sup¬ 
plement), pp, 425^36; see also idem.. Money, Debt, and Economic Activitijy 
pp.48(M8r 



FISCAL POLICY AND THE BUSINESS CYCLE 


55S 


2. Speeding up the time required for tax refunds is the second proposal. 
Under the present tax set-up, a person who has more withheld from 
him than he actually owes has to wait till the following spring or 
summer for his refunds. In times of declining national income, tax 
refunds cf)uld run as high as 3 to 4 billion dollars a year. Hart makes 
the rather novel suggestion of replacing the present tax exemption 
system with one in ^^’hich the taxpayer would receive no exemption, 
but instead would receive a weekly or monthly family allowance of 
equal value. Then if the individual lost his job, his taxes would im¬ 
mediately slop, while his oxemj^tion allowance refund would con¬ 
tinue. 

3. Planning of transler payments to veterans, farmers, etc., should be 
arranged to pro\ide (iftsets to losses in income of these groups and 
so act as automatic stabilizers. 

4. The fourth suggestion consists of adoption of a 100 per cent reserve 
syslein or one requiring the banks to bold a certain amount of govern¬ 
ment securities in the manner described earlier. This suggestion of 
course, is designed to rid the ewmomy of perhaps the most important 
dcslabilizer in existence, viz., the ])erverse elasticity of bank credit, 
which tends to decline when it shouldn't and often expands beyond 
tolerable limits. 

Automatic Stabiliun's Are Not a Panacea 

There is a danger that overemphasis on automatic correctives 
will cause ns to lose sight of their limitations. They should be 
looked upon as very useful iiistriiineiits of fiscal policy, which, by 
reducing the amplitude of fluctuations in national income, aid 
considerably other fiscal devices which have to Ikj employed. Un¬ 
less future fluctuations in national income turn out to be so small 
that we can permit them to work themselves out without any in¬ 
tervention, however, the most important offsetting (or compensa¬ 
tory) action must still come from dUcretionary (as opposed to 
automatic) fiscal and monetary policies. The reason is that auto¬ 
matic stabilizers operate as a partial offset to changes in national 
income, but provide no force to reverse the direction of the change 
in income. They slow down the rate of decline in national income 
but contain no means for restoring the income to its former level. 
Should the national income fall to levels in the future giving rise 
to (say) ten or more millions of unemployed, it is a brash man who 
would advocate sole reliance on built-in flexibility, for the best it 
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could produce would be a stabilization of income at the high un¬ 
employment level. Such a situation would be loaded with dyna¬ 
mite. The same would be true in periods of strong inflationary 
forces. The automatic stabilizers would slow down the rate of 
upsurge, but little more. 

Thus it becomes absolutely necessary to prov ide ourselves with 
a tool kit of discretionary policies, consisting of measures for put¬ 
ting into effect, with a minimum of delay, such things as changes in 
tax rates and clianges in government outlays. Such measures call 
for advanced planning of a shelf of public w'orks ])rojects, providing 
for administrative discretion to employ them and the funds to put 
them into effect. They call for means for facilitating changes in 
tax rates, to rid the econoniy of tlie slow, cumbersome procedures 
through which all fiscal measures must pass before being put into 
effect. The present procedures permit movements in national in¬ 
come to gain momentum and carry the situation out of the reach 
of quick and effcctiv^e action, thereby making the task of recover}^ 
or contraction inev itably more difficult aiid costlv' (in terms of social 
as well as economic costs). It is to the problems of discretionar)' 
policy and those of devising measures for acting with a minimiim of 
delav’ that we now turn. 

Active Budget Policy: Flexible Tax Rates and Expenditures 

There are alternative approaches to the problem of budget 
manipulation, and each has something to say for itself. These ap¬ 
proaches mav be described as follows: (1) clianging expenditures 
with constant tax rates; (2) changing tax rates and constant ex¬ 
penditures; (3) a combination of (1) and (2). All three methods 
of budget management may be used to overcome depression or 
inflationary situations, and each will be discussed. By way of 
anticipating our conclusions, we may say that, in general, method 
(3) is doubtless the most sati.sfactory, and method (1) is probably 
superior to (2) during depressions, whereas (2) is probably superior 
to (1) during inflations. 

In ascertaining the effectiveness of these various measures, it 
will help us in evaluating their relative merits for maintaining 
econozxlic if we focus our attention on the following stra- 
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trgic variables (or, as in some cases, parameters or constants). 
Tlies(^ are (1) the marginal propensity to consume out of disposable 
income of the taxed groups; (2) the marginal propensity to consume 
out of disposable income of the expenditure recipients; (3) the ef- 
f(‘cts of expenditures and taxes on the positUm of the consumption 
funelion (relating to disposable income) itself; and (4) the effects 
of taxes and go\^ernment expenditures on private in\'estment, autono¬ 
mous and induced." 

''For till* inathriiKilic\»lly iiifliiiod rruder (and also llu* nonnKilheiniitically 
incliiiL'd) till* lollowiiig iint.itidii ol llii*st* xariablos may be belpful: 

Ay = + +^C (Y) + 

where A (delta) stands lor ehantres (increases or decreases), V tbc national 
nii*oine, and K j;o\ erunient expenditures, k is tlie nudliplier and is based on tlie 
inaij'inal propensit) to I’onsiinie (nut of ni*l national product) ot a nation as a 
nJiolc, a IS the rnai^inal propensity to consiiine of iwpenditure recipients only, 
h js till’ marginal propensity to eonsiime ol the taxed gioiips, a and b botli re¬ 
lating to disposable income, T is the tax yield, w'hieh may be ±, C(Y) is the 
lonsninption function, of consumption to disposable income, I is the rate of 
autonomous prisate investment, and / is the rate of induced investment. 

The expiessioii in parenthesis and its coefficient, k, indi(*ate that autono¬ 
mous changes in government expenditures (AE) and autonomous changes in 
taxes (AT) I’xert multiplier ellccts in precisely the same manner as do shifts in 
the po.sition ot the consumption function and changes in the rate of autonomous 
investment. (Government expenditures may be added to the usual propensity 
to consume diagram by superimposing the level of expenditures on the usual 
C + / curve, in the same manner in which invTshuent is superimposed on the 
consuinptioiJ function; the result is a third curve, C 4 / 4 li. As a first approxi- 
niatiiin, taxes (T) may be leilected in such diagrams by shifting the consump¬ 
tion function downward and to the right by a (horizontal) distance equal to the 
amount of (net) taxation; the resulting cuive will be a consumption function re¬ 
lating consumption to dhvjiofioblc income, that is, personal income after (net) 
tax withdrawals. In gi-iieral, the multiplier effects of a change in government 
expenditures will tend to be greater than those of a change in taxes. This may be 
verified rouglily by comparing the effects on AY in expression (1) of some 
positive ^'alnc for AL’ and a zero value for A7’ with the effects of the same 
positive value for AT and a zero value for AE. For a thoroughgoing exposition 
of this analysis, see P. A. Sainuelsoii, “The Simple Mathematics of Income 
Determination,” in Income, Employment, and Public Policy, Essays in Honor 
of Alvin H. Hansen (New York, W. W. Norton & Co., Inc., 1948), pp. 133-155; 
see also R. L. Bishop, “Alternative Expansionist Fiscal Policies: A Diagram¬ 
matic Analysis," ibid., pp. 317-340. Tlie.se articles have the (admitted) w^eak- 
ness of assuming that clianges in goveniment expenditures (AE) and changes 
in taxes (AT) have no effect on the coirsumption function and the rate of 
priv'ate investment. Although the results are considerably less elegant, the 
present writer has tried to take account of these influences in the discussion that 
follows in the text. 
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Changes in Government Spending with Constant Tax Rates 

During periods of depression, unbalancing the budget implies 
a budget deficit, in this case, increasing government outlays while 
maintaining the structure of tax rates unchanged. To achieve a 
maximum of effectiveness from its expenditures, the government 
should finance its deficit by borrowing from the banks, preferably 
the central bank. There are a number of reasons for this. It is 
true that borrowing from non-bank groups could be made to pro- 
\'ide some stimulus. Stimulating effects would result if the Ixir- 
rowing took place from the rich, who sav e the bulk of their current 
incomes, and if the funds from past savings came from idle balances, 
so that the government spending in c*tfect meant an inen^ase in the 
income \elocity of money. However, there would still be certain 
damping effects on public spending. The lending public is made 
less liquid as a re.sult of its substituting securities for cash, leaving 
it less money available for precautionary and speculati^'e hoarding; 
such an effect could well damp the propen.sitv to spend (on con¬ 
sumption and investment). Consumption might also be damped to 
the extent that the government securities were bought with funds 
intended for current expenditure on consumption. In addition, by 
drawing on the existing supply of loanable funds, the borrowing 
operations might reduce this supply generally and exert some up¬ 
ward pressure on interest rates (provided the economy was not yet 
operating on the perfectly elastic portions of the liquidity prefer¬ 
ence schedules) and other borrowing conditions, a situation which 
is certainly not desirable during depression periods.^ 

To the extent that borrowing comes from banks' excess reserves, 
the government spending can be said to result in an increase in the 
money supply. However, future bank lending to the private sectors 
of the economy might be restricted, because the banks, too, would 
be less liquid, having substituted securities for cash also. To avoid 

^ Some of these damping effects, however, would probably be offset by 
the increased volume of more liquid and less risky government securitic's. 
These permit the public to satisfy its liquidity desires to a certain extent by 
shifting from le$s liquid and more risky private securities. This fact, by the 
way, providai a |(>od illustration of the manner in which Treasury open-market 
openttons otm ^#lpple|nent very usefully central bank open-markat activities. 
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any such eventualities, it would seem best to allow the central bank 
to finance the government spending, or even print the money.^ 
Then the spending operations would constitute a net addition to 
the public’s spending power and the banks’ lending power, without 
any (direct) offsetting effects on liquidity and private spending 
elsewhere in the economy. Central bank or printing press financed 
government expenditures undoubtedly provide the greatest stimulus 
to a depressed economy. 

Borrowing from the banks (central or member) with a constant 
tax structure permits us to take the consumption function as given. 
If for the moment we take private investment as constant, the level 
of income is seen to be a function of the volume of government 
spending. The rise in national income will necessarily be greatei 
the more progressive is the structure of government expenditures, 
lor giving to those income brackets with a relatively high marginal 
propensity to consume will result in greater multiplier effects. 

Lilting the assumption of constant private investment now, a 
certain amount of private investment may be induced (movements 
along a rising investment schedule) by the higher le^ds of income 
and consumption, and, depending on the extent of unemployment, 
jierhaps the acceleration effect will also make itself felt. At this 
jioint, some imponderables come into the picture in connection with 
the t^ftccts on private iiiN estineiit. On the one hand, if the govern¬ 
ment spending raises b\isinessinen’s hopes that the government 
spending will make short shrift of the depression, the marginal eflS- 
ciency of capital may rise sufficiently to provide an incTease in pri¬ 
vate investment independent of the immediate effects of rising cur¬ 
rent spending (public and private). The extent of this upward 

” The effcctivfiies.s of financing cxixjiiditiires by resorting t(i the printing 
press is contingent upon public' acceptance of the advisability of such opera¬ 
tions. Wen* tins not the cd.se, .such an operation could well provide a devastat¬ 
ing blow to public confidence, and private spending would be reduced still 
more. It is uece.ssary to .see, though, that resort to the printing press is es¬ 
sentially identical to borrowing from the central bank in its fi.scal effects on the 
economy. 

Incidentally, an equivalent alternative to borrowing from the central bank 
would be a borrowing operation from the commercial banks, or even the 
non-bank public, with a simultaneous open-market purchase operation by the 
central bank. However, this turns out to be simply a roundabout way of 
Imrrowing directly from the central hank. 
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shift in the in>'cstmeiit schedule would depend on the confidence 
that biisinessTnen had in the success of the poverninent’s efforts. 

On the other hand, if business is hostile to government spending, 
fearing perhaps that such activities are a prelude to government in¬ 
terference and competition with prwate enterprise, private invest¬ 
ment will contract. On the whole, this is probablv not likely. As 
long as the govcTument confines its spending activities to fields 
which are traditionally within the public domain, such as dams and 
highways, or low-cost housing and family subsidies, and the lik(\ 
the fear of competition and interference with private ent('rpris(‘ 
should be at a minimum. FurtluTinore, insofar as business aims at 
profits, the government spending, by providing expanded markets 
for sales, both to the government and the recipients of government 
expenditures, may well cause businessmen to welcome it during de¬ 
pressed periods. It is also true that in recent years businessmen 
lia\'e become somewhat accustomed to a broadly expanded area of 
government activity and spending. This fact, together with a knowl¬ 
edge that such acti\'ity is .strictly of the stabilization variety, should 
largely overcome unfounded fears." Such statements may sound 
unduly optimistic; since they are strictly conjectural judgments, 
however, the reader is free to form his own judgments. 

While there are no offsetting effects on private spending because 
of higher tax rates, a certain amount of damping to private spending 
results from the higher tax yields which develop as a result of the 
higher national income. This is an automatic stabilizing effect 
which, in times of deep depression, especially, may be higlily unde¬ 
sirable. Higher tax yields reduce the disposable income of the pri¬ 
vate sector of the economy and act as partial offsets to the govern¬ 
ment spending programs. It is partly for this reason that a reduction 
in tax rates is desirable at the same time expenditures are increasc'd, 
desirable, that is, if a maximum of stimulus is to be derived from 
the government expenditures at the moment. Longer run considera- 

This point e]iiphasize.s one of the advantages of advanced planning of 
goveniinent spending programs, etc., for dcpres.sions. Planning would acquaint 
the businessman in advance with the type of goveniinent activity to Vie ein 
ployed and emphasize the purposes of this activity. Having the programs dis¬ 
cussed in advance in the legislatures and other public forums woidd help clear 
the air of much of the uncertainty and fear. 
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tions, in connection with the national debt, may make it seem better 
to refrain from lowcTing tax rates. If this is the case, then we have 
another argument for resort to interest-free borrowing, that is, the 
printing press or its equivalent. If government deficit spending is 
thought to be desirable, it would also seem wise to try to achieve 
a inaximiim of eflectiveness from the expenditures. The possibility 
of overexpanding the licjiiidity of the (non-bank and bank) public, 
however, makes it well advised to confine such operations to run¬ 
away dc^fiations or deep depressions. Otherwise, there is the danger 
ol turning a ratlier limited downswing into a violent inflationary 
movement. 

During periods of inflation, unbalancing the budget implies a 
budget surplus, in the eas(‘ under discussion, curtailing govern¬ 
ment outlays while maintaining the structure of tax rates unchanged. 
I’he reverse of the operations just discussed is called for during in¬ 
flation periods. The government should utilize the budget surplus 
to retire' outstanding government debt, and perhaps convert part of 
its short-t(Tm debt into long-term debt, with a view to lessening the 
liquidity of that part of the total debt which is not retired. Retire¬ 
ment of central bank-held debt would provide by far the greatest 
deflationary influence, retirement of commercial bank-held debt 
would be next in eflectiveness, that of non-bank-held debt least ef¬ 
fective, in fact, inflationary. 

Retirement of non-bank-held debt would mean giving the non¬ 
bank public cash in exchange for securities, an act which obviously 
builds up their liquid cash position and provides a stimulus to in¬ 
creased consumption and investment by the various elements of 
the non-bank public. Paying off debt held by the commercial banks 
would be deflationary, in the first instance, at lea.st, because it would 
serve to reduce the volume of outstanding demand deposits. While 
the absolute reserve position of the banks would be unchanged, the 
ratio of reserves to deposits would rise; in other words, excess re¬ 
serves would develop. The worst that could happen would be for 
the public to borrow again from the banks and induce an expansion 
of demand deposits to the level prevailing before the debt retire¬ 
ment. 

It is the retirement of central bank-held debt or, alternatively. 
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the piling xip of Treasury cash surpluses in Treasury accounts at the 
central hank, that would provide the greatest deflationary force. 
Taxing the public and hoarding the proceeds or using them to retire 
debt held by the central bank not only contracts the volume of de¬ 
mand deposits, but also reduces the amount of bank reserves. Un¬ 
less the banks offset these effects by borrowing from or selling se¬ 
curities to the central bank, the decline in their reserves Mill ser\^e 
to reduce further their ability to lend. A general tightening of 
•credit conditions may be expected. Debt retirement operations are 
-an obviously useful supplement to central bank open-market sales 
during inflationary periods. The actions together exert a double- 
barreled effect on bank rewves. 

As before, the assumption of an unchanged tax structure im¬ 
plies a constant consumption function. The multiplier effects of the 
reduced government outlays will be greater the higher the \fPC of 
the affected groups. Private investment mav also somewhat fall, not 
■only because of the fall in national income, but also because of the 
pressure of capital rationing resorted to by the banks, who, having 
their reserves depleted, will begin to restrict lending operations to 
established customers. At the very least, the effects of the debt re¬ 
tirement program on bank reserves should severely damp the ex¬ 
pansion of further investment activity, provided, of course, it is the 
central hank whose holdings of government securities are reduced. 
As we have already indicated, the full effectiveness of these fiscal 
operations as a damper to public borrowing and spending is con¬ 
tingent on how well the banks are kept from replenishing their re- 
.serves through the sale of securities to and borrowing from the cen¬ 
tral bank. 

In the presence of a constant tax structure, the deflationary ef¬ 
fects of a decline in national income will be offset somewhat by a 
decline in tax yields. Lower taxes limit the fall in disposable income' 
of the private sector of the economy and thus diminish somewhat 
the effectiveness of the government stabilizing actions. In the 
•event that the inflation assumes dangerous proportions, it is desira¬ 
ble to raise the level of tax rates at the same time government ex¬ 
penditures are curtailed and debt-retirement operations are under¬ 
taken. The multiplier effects of the increase in tax rates would 



FISCAL POLICY AND THE BUSINESS CYCLE 561 

siipp]em^*nt those of the decreased expenditures. See footnote 6 
above. 

HowevcT. it is always necessary to exercise caution in pursuing 
anti-iiiflationarv fiscal policies, lest the inflation be converted into a 
\ iolent deflation and contraction. Fiscal policy is not free of the 
forecasting and timing pitfalls which beset monetary policy, and it 
is the'refore necessary that care be exercised to avoid “overdoing a 
good thing." Ne\ ertheless, there is conside*rably less danger of 
turning inflations into deflations with the use of fiscal tools than 
there is with the use of monetary policy instruments. 

Monetary tools are both very blunt and indirect. They affect all 
banks indiscriminately. Moreover, they affect public spending only 
iiidirectlv by affecting the ]Hiblic's liquidity position. In inflation, 
as well as dcpiession, there is no certainty at all as to how the public 
will respond to changes in its liquid asset position. In order to be 
effective, monetary policy may have to go to extremes in its ef¬ 
forts to curtail the rate of private spending. Vigorous open-market 
operations and credit restrictions aimed at raising interest rates, 
reducing liquidity, and a geimral tightening of credit conditions 
may succeed too well. These actions may precipitate a collapse 
in the securities markets .such as to shatter public confidence. 
Actions designed to prevent prices from continuing to rise or to 
effect a decline in them may lead to the belief of a widespread 
series of price readjustments, and this, in turn, to a wave of deferred 
buying and hoarding in anticipation of the price declines. The 
result could easily be a disastrous deflation, completely beyond 
the control of the monetary authorities. 

Fiscal tools are smoother and more gentle in effect, and they 
are direct. A Trea.sury budget surplus, brought about by a cut in 
government outlays and possibly a rise in the tax rates, cuts into 
public spending in a continuous way, not in a sudden, jerky fashion. 
It does not have to resort to the indirect effects of changes in 
liquidity. It gets at consumer .spending immediately by reducing 
the disposable income (income after personal taxes) of the public. 
This will be the more true the greater the emphasis placed on per¬ 
sonal income taxation. Corporate taxes, too, by eating into cor¬ 
porate savings, the major source of investment funds in manu- 
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facturing industries, and into margins of return allowed for risk, 
will impinge on private investment, not an undesirable result in in¬ 
flationary periods. There is much less need, when such tools are 
used, to resort to monetary tools to such an extent as to invite dis¬ 
astrous conse<}uences in the securities markets and otlier broad 
market areas. 

Changes in Tax Rates with Constant Government Spending 

In contrast with the type of unbalanced budget just discussed is 
one in which the government holds its level of spending constant 
and varies its tax rates. An unbalanced budget during depressions 
implies deficit spending, as before, but now the deficit is brought 
about by a reduction in tax rates. However, even though the gov¬ 
ernment does not increase its expenditures in the present case, the 
arguments for financing those expenditures which are maintained 
by borrowing from the banks, preft'rably the central bank, still hold 
and on precisely the same grounds as before. There is no need, 
therefore, to repeat this phase of the discussion. 

As we have noted, tax reductions have multiplier effects on na¬ 
tional income just as increments in government outlays do. Cctcria 
paribus, the size of the tax multiplier (which is equal to the marginal 
propensity to consume out of disposable income of the taxed groups 
times the national income multiplier-set* footnote 6 above) is less 
than that of the expenditures multiplier. However, other things, 
namely, the consumption and investment functions, are not always 
equal, as we shall now see. 

Unlike the previous case, we can take only the level of govern¬ 
ment spending as given, for the propensity to consume is bound to 
be affected by the change in the tax structure. In fact, the tax 
reduction called for during depressions may actually push the 
propensity to consume downward sufficiently to play havoc with 
the expansive efiFects deriving from the budget deficit. Given a pro¬ 
gressive tax structure, this is almost bound to be the case. If the 
reduction in tax rates is to be very stimulating, it must take place on 
a rather sweeping basis. Under these circumstances the high- 
income, low marginal spending, groups would almost inevitably 
benefit to a very important extent. The result is that the reduction 
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of taxes stands a good chance of stimulating consumption much less 
than savings. 

An important exception to the argument that reduced taxes 
may depress the consumption function too much is provided by the 
case where the level of the entire tax structure is very high to begin 
with. In this case the reduction in tax rates, particularly if con¬ 
centrated at the lower tax brackets, will be likely to stimulate con¬ 
sumption more than sa\ ings, inducing an expansion in consumption 
under the impetus of a somewhat higher propensity to consume. 
However, the case of a \ cry high level of tax rates must be taken to 
bo exceptional. Extremely high-level tax structures appear to be 
confined to war economies, when the government is by and large 
the chief spender. 

Reductions in tax rates will undoubtedly provide a stimulus to 
private investment, which we have ignored until now. This will 
be particularly true if the initial tax rates were high. High taxes 
impinge directly on the margins allowed for risk in contemplated 
investment projects and therefore reduce the incentives for risk 
bearing. High corporate taxes remove the most important source 
of venture capital, namely, the reinvested earnings of corporations. 
However, if improvements in the tax structure, to be discussed 
shortly, were made, and many are now under consideration, much 
of the difficiiltv associated even with high taxes would be removed. 
For example, a better definition of the lax base, to allow for the 
offset of losses against gains, and perhaps less emphasis on cor¬ 
porate income taxation and more on personal income taxes and 
spendings taxes would eliminate many of the problems created by 
high taxes. With such improvements, the stimulus to private invest¬ 
ment provided by lower taxes would be greatly reduced. 

But it is absolutely necessary that private investment be sharply 
stimulated by the tax reductions. We have seen that they are likely 
to stimulate savings, and if the government deficit were to be 
financed only from the increment in savings (or its equivalent, viz., 
bank credit), the implication would be that the consumption func¬ 
tion had declined enough to cancel out completely the effects of 
the deficit. 

In the event of inflation, the case for this type of unbalanced 
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budget is considerably strengthened. Raising the level of an already 
progressive tax stnicture would throw much of the burden of the 
increase on the lower income brackets, definitely exerting a down¬ 
ward pressure on the consumption function. In addition, the high 
taxes are bound to act as a damper on private investment, by im¬ 
pinging on the (marginal) reward for risk bearing, etc. But during 
inflationary periods, these eflFects are highly desirable, for the best 
anti-inflationary policy is that which succeeds in reducing the 
aggregate propensity to spend (on consumption and investment'). 
The problems of handling th(' Treasury’s cash surplus in inflation¬ 
ary periods are in this case precisely like those discussed in the 
earlier case of constant tax rates with changing expenditures. 

A Comparison of the Merits of the Two Previous Cases o/ 
Unbalanced Budgets 

On the whole, it is probably not an exaggeration to say that 
ceteris paribus, during depressions, a policy of unbalancing the 
budget by increasing expenditures in the face of constant tax rates 
is more effective than the opposite policy; during inflations, the case 
for raising tax rates in the face of constant gov'eniinent outlay*' 
would seem to be a more effective anti-inflationary policy than its 
opposite. In making this assertion, we abstract from the problems 
and efl^ects of deficit and surplus finance on the grounds that the\ 
are the same under both cases, with one potentially important ex¬ 
ception. This exception is that the first type of policy is likely to 
entail a much smaller budget deficit during depressions because 
it does not at all impinge on consumption, and, of dubious ad¬ 
vantage, because the higher national income resulting from the 
government expenditures increases the yields from existing tax rates 
Reductions in taxation give the larger budget deficits during de¬ 
pressions, for their multiplier effects are less than those of govern¬ 
ment expenditures, and they also reduce the community's propensitv 
to consume; at the same time they may occupy a longer period ol 
time to stimulate the economy toward upward employment. 

During periods of inflation, cuts in government spending alone 
are likely to yield larger budget surpluses than the policy of raising 
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tax rates only, for the former will put virtually no pressure on the 
consumption and investment functions, while the effects of the- 
latter are solely in these directions. Surprisingly enough, a large 
budget surplus is not necessarily the hallmark of successful anti- 
inflationary policy. For large surpluses indicate that the national 
income is still running at very high levels, that perhaps the anti- 
inflation measures ha\'c not been too successful. High tax rates, 
on the other hand, with their pressures on consumption and invest¬ 
ment, are likely to exert a much stronger damping influence on 
national income, with the result that budget surpluses may not be 
as great as they are in the first case; yet this fact would indicate 
that the higher tax policies were successful in overcoming the in¬ 
flationary lorces. 

In evaluating the merits of the two types of approach to un¬ 
balanced budgets, we should keep our attention focused on the 
(‘fleet of the two policies on consumption and on investment. 

Effects' on Consumption. As we have indicated, one of the 
crucial points in the analvsis of the alternative budget policies is 
the effect of each on the consumption function. If the effect is. 
.such as to curtail saviijgs as the national income is increased, then 
an expansion of the latter will be more easily induced during de- 
jiressions; if the effect is to increase savings as the national income 
is reduced, it will be easier to overcome inflationary movements. 
But if consumption is impinged upon as income rises, the deficit 
will ha\e to be greater and the period required for getting the 
economy out of the doldrums possibly longer; by the same token, 
the policy impinging on consumption least will also be the lea.st 
effective in fighting inflations. 

There is no doubt whatever that the policy calling for constant 
tax rates and increased expenditures will be the most stimulating 
to consumption. It leaves the consumption function unchanged 
but induces a higher level of consumption as a result of higher 
national income. Given a highly progressive tax structure, a re¬ 
duction in rates is bound to benefit most those income groups 
who do the large part of the saving, thus lowering the position of 
the propensity to consume. Moreover, if the expenditures take the 
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form of an actual government demand for goods and services, the 
government outlays immediately add to the national income. A 
reduction in tax liabilities, while it makes more money available 
for spending does not ensure that all the money will actually be 
spent. In fact, unless the marginal propensity to consume of the 
taxpayers involved is equal to one, a most unlikely possibility, this 
will not be the case. Of course, the same will be true of those 
categories of go\'eniment expenditures that we call transfer pa}^- 
ments (i.e., payments which do not reflect an ('([ui\alenl amount 
of goods and services recci\'ed, such as relief paynuMits, social 
securitv outlays, etc.). Nevertheless, there is c^erv reason to believe 
that the amount of respending out of transfer payments will be 
much greater than the amount out ol tax reductions. For the 
marginal propensity to consume of the recipients of transfer pav- 
ments (as well as recipients of government invTStment) is almost 
sure to be greater than that of the benefited taxpayers. All these 
facts indicate that the multiplier eflects of the budget deficit are 
certain to be greater in the* case of increased government spending 
than in the case of reduced tax rates. 

F'urthermore, government outlays on goods and services affect 
the national income in the same period in which they are spent, 
while tax reductions, and also transfer pavments, affect the income 
stream only after a lag. In addition, the period of lime we have 
called the multiplier period (the time interval between the receipt 
of new income and the respending of it on consumption) is apt to 
be shorter in the case of increased government outlays than in that 
of reduced tax rates, because the average lag between the receipt 
and respeuding of new income is greater for nonwage groups (the 
principal beneficiaries of tax reductions) than for wage groups, 
the principal beneficiaries of public expenditures.^*' 

Of course, the same arguments hold for inflation periods, but 
they do not all favor the expenditure reduction method vis-a-vis 

’“The points made about lags and multiplier periods are due to Benjamin 
Higgins, “Timing and Adniinisteriiig FivSeal Policy”—Discussion, American 
Economic Review^ XXXVIIT (May, 1948, supplement), p. 444. The lag in 
the eftccls of tax reductions (and increases) is considerably diminished by 
pay-as-you-go tax systems and could be diminished further by a better refund 
system. 



FISCAL POLICY AND THE BUSINESS CYCLE 567 

the tax increase method. In particular is this true of the effects on 
the consumption function of the alternative budgetary approaches. 
Cuts in government spending will leave tlie consumption function 
unchanged, while rises in tax rates will certainly push it downward. 
In real inflationary situations, it is the latter which may be the more 
desirable. This advantage of tax rate increases during inflations 
may outweigh their disadvantages lesulting from the smaller mul¬ 
tiplier cflc'cts of tin* tax increases themselves, and longer lags and 
multiplier periods, particularly since the pay-as-vou-go income tax 
systems have remo\ed a good bit of the lag in “tax eflccts.” 

The significance of the effects of shifts in the consumption func¬ 
tion requires additional comment at this point. Changes in the 
position of the propensity to consume, we have seen, arc analogous 
in their ('fleets on national income to changes in (aufoiwmoiis) in¬ 
vestment That is, they both give rise to multiplier effects, the 
product of successive respemdings. Shifts in the investment sched¬ 
ule, it will be remembered, give rise to higher levels of national in¬ 
come. The higher levels of income induce increased consumption, 
which is the basis of the multiplier effects. We have also observed 
that shifts in the consumption function gi\c rise to changes in the 
income level. Changes in the income level brought about by shifts 
in the consumption function induce further changes in consumption 
in precisely the same manner as do shifts in autonomous in\estment. 
And the (consumption function) induced changes in consumption 
create multiplier effects exactly like those brought about by the 
changes in autonomous investment. 

This discussion emphasizes the importance of shifts in the con¬ 
sumption function due to changes in tax rates. Reductions in tax 
rates in depression periods (when the tax structure is highly pro¬ 
gressive at the outset) not only reduce consumption because of the 
downward inovemimt in the function, but also because of the multi¬ 
plier effects which this shift in the function itself induces. These 
results are dangerous for an economy whose income is already 

’'As a matter of fact, the only lag that still exists with the pay-as-you-go 
personal income tax systems is associated with refunds. Since in inflation we 
are not interested in the problem of refunds, the problem of lags in the effects 
of tax increases is nonexistent. 
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depressed. But the same depressive eflects on the consumption 
functions of higher levels of tax rates during inflation periods 
provide us with a sharp weapon for combating the inflationary 
forces. 

Effects on Investment. The eflFects on private investment of 
the two types of budget policy are filled with considerably more 
uncertainty than the corresponding effects on consumption. In 
periods of depression, the policy of increasing government outlays 
alone, insofar as it leads to higher levels of income inav also result 
in a certain amount of induced investment, depending on the extent 
of excess capacity. On the negative side stands the possible effects 
an increased volume of government activity might have on business 
confidence. We have already indicated the various possibilities. 
On the whole, if government activity is confined to spheres which 
lie traditionally outside the domain of private enterprise, it is likely 
that businessmen’s confidence will be stimulated rather than de¬ 
pressed by the greater volume of sales induced by the gov eminent 
expenditures. As one writer has put it, in a free enterprise society 
“the cash register calls the tune,” and higher profits or smaller losses 
should act as a bracer to down-in-the-mouth businessmen. 

Much less uncertain is the fact that strong reductions in tax rates 
would spur investment. High progressive tax rates act as a deter¬ 
rent to new investment via the adverse effect they have on the in¬ 
centive to bear risk. They reduce the margins which are normally 
allowed for risk in computing the marginal efficiency of capital. 
More directly, they reduce the profit rate on investment. And with 
a progressive tax structure, there tend to be relatively high rates on 
marginal incomes. Moreover, high tax rates may actually increase 
risk by eating into liquid cash balances held for emergency purposes. 
This works particularly to the detriment of small and new firms, 
because of their limited acces.s to the capital funds market, a 
factor which puts a premium on liquid cash for the small and new 
firm. 

A progressive income tax structure, particularly one on business 
incomes, also tends to discriminate against risky investments, insofar 
as potential gains fall into higher rate brackets than potential losses. 
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A business which is taxed at the same rate whether it gains or 
los(‘s on an investment, in effect, shares equally both its gains and 
losses with the go\erninent. But if gains result in a firm's being 
taxed at higher rates than would be the case in the face of losses, 
it shares its profits more than its losses.*" A progressive tax reduces 
the incentive to undertake risky ventures when it confronts po¬ 
tential iin estors with the proposition of paying much of their gains, 
in the form of taxes without being able to save a similar amount in 
taxes if the venture fizzles. 

Thus reductions in tax rates during depressions would tend to 
stimulate iinestment. IIowe\er, certain comments are in order, 
if taxes on business incomes were considerably reduced and their 
progressiveness abandoned in favor of greater emphasis on per¬ 
sonal income taxes, and certain other changes, to be discussed, 
were made, it is likely that tax reductions would then stimulate 
iiu'estment considerably less than they would depress consumption. 
There is strong reason to believe that progressiv^c personal income 
taxes exert a great deal less depressiv e efiect on investment than do 
the same type of taxes on business incomes. 

During periods of inflation, the case for increases in tax rates 
is virtually unassailable. As we have repeatedly indicated, they 
will tend to damp both investment and consumption, and during 
times of strong inflationary pressures, this is exactly what is desired. 


’-This may be illustratud with the tollowiiig example: Suppose tax rates 
called lor a 10 per cent tax on corporate incomes between $10,000 and $20,000, 
and a particular finii earns $15,000 a year. Its tax would then be $1,500. If 
it undertook an iin'esbnent yielding a $5,000 net gain, so tliat it went to $20,000 
level, it would be taxed $2,000, an increase of $500. If the firm lost $5,000, 
however, so that it fell to die $10,000 level, it would be taxed $1,000, a 
decline of $500. With a constant tax rate, the government shares in proRts and 
losses equally. Now^ suppose the tax were 20 per cent at the $20,000 level and 
10 per cent at the $10,000 level. The same $5,000 gain would raise taxes by 
$1,000, while the $5,000 loss would reduce taxes only by $500. 

’®Of course, when taxes are very high, as they are at present, they un¬ 
doubtedly damp both consumption and investment. In this case, a reduction 
in tax rates all around is likely to stimulate both variables, particularly if care 
is taken to retain, or e^-en increase, the progressiveness in the personal income 
tax structure. Tax rates as high as they are today must be taken to be ex- 
c*eptional, the product of a military economy or a peacetime economy con¬ 
fronted with severe inflationary pressures. 
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For inflations are normally characterized by (excessive consumption 
tad investment, particularly the latter.^^ 

Tax Hates anil Flexible Public Expenditures 

Til© reader may have interred by this time, from the tone of the 
preceding discussion, that the present writer would ad\ocatc a policy 
of economic stabilization that permitted both flexible tax rates and 
goxernment spending. Used togethcT, tht'y can complement each 
other in their respective ellects on the ('conoiny. Used separately, 
they ohen serve to oftsel the eflects of each other. In certain situa¬ 
tions one used alone is simply insuffleient. 

Thus if tax rates arc maintained unchanged during depressions, 
they permit rising tax yields during a period wlien the government 
is .spending in an eflort to provide a stimulus to the economy. 
There is little sense in spending money on the one hand to increase' 
the public's spending power and allowing rising tax yields to limit 
the increase in disposable income, on the other. 

Reducing government expenditures only during periods of in¬ 
flation is also likely to be insufficient. Assuming they are not in¬ 
duced by unavoidable government .spending, inflations are charac¬ 
terized by excessive private spending, particularlv by excessively 
high rates of investment. Given the inflationary situation, a de¬ 
cline in public spending is likely to be offset to some extent by a 
rise in private investment, for the inflationary situation is indicative 
of a plethora of inducements to private investment. Moreover, it 
may not always be possible to reduce public spending. 

A rise in tax rates, however, impinges directly on the con¬ 
sumption function and the level of private investment, pushing both 
down, for reasons we have already discussed. They thus supple¬ 
ment the cuts in public spending when efforts are made to over¬ 
come severe inflationary pressures. And, of course, in periods 
when the overall rate of government spending cannot be curtailed, 
periods like those of the past few “cold” and “hot” war years, in- 

However, there is a danger that if inflationary pressures are strung 
enough, the rise in tax rates might have to proceed to a lc\el that could well 
damp production incentives. Such an effect would tend to add to the inflation¬ 
ary forces. In this case, resort to a compulsory savings plan would be in order, 
as a substitute for (too) high tax rates. 
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creases in tax rates provide the only really powerful weapon at the 
disposal of the Federal Government, unless resort is had to policies 
such as compulsory saving. 

During depressions, a reduction in tax rates alone is likely to be 
ineffective. The experience of the thirties lends some support to 
this statement. Despite the seeming great increase in Federal ex¬ 
penditures during this period, much of this increase served pri- 
jiiarily to offset the sharp decline in state and local outlays, so that 
the actual 7wt increase in aggregate government expenditures 
amounted only to a little over 1 billion dollars a year. Tax rates 
were sharply reduced during this period. In spile of this, the 
country remained in more or less of a depressed state for most of 
the decade. One important reason for this we have already sug¬ 
gested. This is that a reduction in tax rates alone will stimulate 
savings to a large e.xtent, particularly if the tax structure is progres¬ 
sive and the rates are not very high (relative to national income) 
to begin with. When consumption sales continue to remain low, 
businessmen can hardly be expected to increase their investment to 
any significant degree (in the absence of sufficient autonomous in¬ 
ducements to invest, which deficiency is precisely the origin of 
most depressions). Public expenditures, on the other hand, im¬ 
mediately create a demand for goods and services, and, in addi¬ 
tion, get into the hands primarily of high marginal spending, wage 
groups. Nevertheless, there is no reason why a reduction in tax 
rates concentrated on business taxes and the low brackets of the 
personal income tax sti'ucture should not be made to take ad¬ 
vantage of whatever stimulus to private spending it will provide. 
Such action will also avoid the deflationary effects of a rise in tax 
yields that would develop if tax rates were held constant as govern¬ 
ment outlays were expanded. 

The situation is reversed in prosperity. A rise in tax rates alone 
can be made sufficiently effective to put the brakes on private 
spending. It would be senseless, however, to avoid a reduction in 
government spending, when such a reduction is possible. Unless 
unavoidable, the government outlays are a needless inflationary 
force. There may even be times when, although inflationary pres¬ 
sures exist, they are not sufficiently strong to Warrant a broad in- 
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crease in tax rates; put differently, there may be a danger that a rise 
in tax rates would throw the economy into a tailspin. In this case, 
a reduction in government spending alone, with constant tax rates, 
may provide enough of a deflationary influence. At all events, 
flexible tax rates and government c'xpenditures should always be 
available to supplement one another.’ 

Budget Deficits in Inflationary Situations 

Of particular pertinence at the moment is the possibility of 
having the central government operate with a budget deficit at a 
time when the economy is operating at full employment and filled 
with potential inflationary pressures. The conditions' most likely to 
lead to this situation grow out of the neccssitv of building up a 
nation’s state of military strength and preparedness, so that the 
budget deficit may be traced in die main to large-scale military 
expenditures. Of course, as much of the government spending as 
possible should be financed from taxes; higher tax rates are clearly 
in order. Higher tax rates have their limits, however. At some 
point (the exact determination of which is more a problem in 
sociology than economics), higher taxes impinge undesirably on 
private investment and individual effort needed for war production. 
The quest for profits and higher wages still provides the Leitmotiv 
in our economy, even in war or “semiwar” years. 

As an important concession to the factor of incentive, then, an 
upper limit is placed on tax rates. If a deficit continues to exist, 

Meiilinn might be made of the possibility of the use of balanced budgets 
as a stabilizing device. Ilowevei, their usefulness is rather confined to the field 
of theoretical po.ssibilities. In times of inajf>r depression, balanced budgets 
would call for an increase in government outlays and the increase in tuves 
necessary to keep the budget in balance. While it may be shown that even 
when the budget is balanced, government expenditures are income-generating, 
it is clear that the volume of government spending would have to be enormous 
by any standards, because it would ha\e to compcm.satc lor the continuous 
damping effects of the higher taxes on consumption and private investment. In 
times of inflation, balancing the budget would call for tax rate reductions it 
government expenditures were curtailed, hardly an intelligent anli-inflationurv 
maneuver. For good discussions of the income-inducing effects of balancetl 
Iradgets, see H. C. WalUch, “Income Generating Effects of a Balanced Budget,” 
Ckiarterly Journal of Economics, XLIX (November, 1944), pp. 78-91; and 
T* Haavelmo, “Multiplier Effects of a Balanced Budget,** Eamometrica, XIII 
fOctober. 1945), pp. 311-318. 
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then resort must be had to borrowing. It is axiomatic that, a.s 
much as possible, the borrowing should take place from the non- 
bank public. Like taxes, borrowing from noiibank groups makes it 
possible to finance the government outlays without creating addi¬ 
tional inflationary pressures in the economy. Again, however, 
there are limits to the ability of the government to persuade the 
people to buv war bonds. If a budget deficit continues to prevail, 
then recourse must be had to bank borrowing, for nothing can be 
allowed to interfere with the prosecution of a war effort or a mili¬ 
tary preparedness program in times of danger. If the situation con¬ 
tinues over a prolonged period, it is necessarv for the central bank 
to engage in open-market purchases, to lower reserve requirements, 
and the like, in order to make it possible for the banks to continue 
to purchase government securities. At the same time. Treasury and 
central bank su])port of the go\ernment security market may de'- 
velop to keep the interest costs on war borrowing low and to as.sure 
the (bank and iioiibaiik) public of the absolute liqniditv of govern¬ 
ment securities, a meavSure designed to enhance salability of the 
latter. 

The net result of bank borrowing and support of the govern¬ 
ment securiti(‘s market is patently to expand in large proportions 
the liquidity of the public. This liquidity creates a potentially 
devastating iiiflationarv force. As most readers are aware, the next 
step is recourse to tlie direct controls of price ceilings and alloca¬ 
tion and rationing programs, for the exigencies of war finance* 
greatly reduce the power of monetary and fiscal devices as restrain¬ 
ing c'ontrols. Except for taxes, their usefulness often turns out to 
be ways of actually increasing the liquidity of the public as a spur 
to greater productix e effort. 

THE NEED FOR IMPROVEMENT IN THE FISCAL STRUCTURE 
OF THE UNITED STATES 

At present in the United States there is a distinct lack of an 
adequate mechanism for effecting prompt adjustments both in tax 
rates and in public expenditures. In the former case, the problem 
may be traced to the extreme cumbersomeness in thm legislative 
process for effecting tax rate changes. In the latter case, getting 
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flexibility is a matter of continuous advance planning for a reserve 
shelf of (\aried) in\’estmtMit projects, plus getting the Congress to 
agree in ad\’anc(' on the total amount of public spending at difl'erent 
levels of income and to provide itself with a mechanism for making 
funds quickly a\ailable. 

At the same time, there is a CTving need for a drastic overhauling 
of the Federal tax structure. As presently constiliited, it tc*iids to 
damp consumption and investment, primarily because oi the ten¬ 
dency to rely loo much on taxes other than personal income taxes 
and because ol iailure to permit adequate loss offsets. 

In the following pages we shall examine various wavs for 
achieving greater adjustability in tax rates and public expenditures 
to changes in national income and various suggestions for improving 
the structure of the tax system. 

Adjustability of Tax Rates and Puhln Expetiditure.s to Changes 
ill National Income 

Tax rate adjustments in the Ihiited States today normally re¬ 
quire anywhere from a half year to a full year or more to be put into 
effect. It is clear that if tax adjustments were to be an effective 
stabilizing weapon in the face of such time-consuming procedures, 
very accurate forecasting would be necessary so that new tax bills 
could be presented to the Congress well in advance of prospective 
changes in the national income. It should also be clear that, given 
our weak forecasting techniques, this is not the proper approach 
to the use of a fiscal device aimed at aiding in the achievement of 
economic stability. Under the present setup, economic fluctuations 
are allowed to proceed too far before the appropriate tax adjust¬ 
ments arc made. 

As we noted earlier, the war-instituted pay-as-you-go tax system 
has been of immeasurable aid in enhancing the automatic stabiliz¬ 
ing effects of personal income taxes. A major portion (almost three 
quarters) Hl‘^ur income taxes is now collected in this way. The 
withholding system, however, also offers the administrative facili¬ 
ties for putting into working operation quick changes in tax rates. 
All that is mecessary is advance enactment of tax schedules for dif¬ 
ferent rate structures that correspond to various income levels. 
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These should be made available for prompt distribution to em¬ 
ployers involved in the withholding system. In this way changes 
ill tax rates could be put into effect within a period of a couple of 
weeks. The importance of achieving flexible personal income tax 
rates, particularly in the very low tax brackets, may be seen in esti¬ 
mate's that 10 per cent variations in tax rates at the lowest bracket 
will result in variations in consumption expenditure of as much as 
3 billion or more dollars (under the present income tax structure). 

I’he big obstacle, oi course, is obtaining congressional approval 
of a system which will enable the change's in tax rates to be put into 
cflec't promptly and on comparatively short notice. Nuint'rous sug- 
ge.slions ha^'e bec'ii made for improving the present legislative 
sclu'me of things. 

One suggestion provides lor the cxstablishment of an automatic 
yardstick system, wherebv the Congress would establish a program 
providing for automatic changes in tax rates (on a prec'.stablished 
basis, of cour.se), with the system geared to some index of employ¬ 
ment, prices, or natioinal income. 

Another proposal would grant the President authority to change 
tax rates, on the basis of previously agreed upon eniplov nient or 
income, etc., index series, with the Presidem’s action subject to 
congressional veto. This proposal is modeled alter the practice 
pursued in the Reorganization Act of 1945, pro\'iding for reorganiza¬ 
tion of the administrative structure of the Executive Branch of the 
government. 

A third proposal would have the Congress itself plan in advance 
a .system of alternative tax schedules to be placed in eflect when 
I'coiiomic conditions x^arranted. Again, some series of economic 
indicators would be employed, and when the Congress was advised 
that the indicators liad reached a particular level, it would pass a 
joint or concurrent resolution calling for the institution of one of 
the preplanned tax schedules. 

A fourth proposal, modeled after the arrangement under which 
the Federal Reserve System operates, would ha>’e the Congress 
grant broad powers for Executive action subject to certain rules 
and limitations imposed by the Congress. Thus the President might 
be granted authority to change tax rates only within certain ranges 
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around a set of '‘standard” rates established by the Congress, in a 
manner analogous to the limits within which the Federal Reserve 
System’s Board of Goveniors may alter reserve requirements. 

Unless Congress rather suddenly undergoes a sharp change of 
attitude, it would appear that proposals one and four have small 
chance of adoption. In the light of Congress’ extreme jealousy con¬ 
cerning its prerogatives in connection with tax legislation, the best 
that can be lioped for is the adoption of proposals two or three. 
Still, if established on an adequate basis, a system of tripping oil 
a set of preplanned tax schedules has much to be said for it. At the 
very least, it would be a vast improvement on the present slow, 
cumbersome set-up. It remains to be seen whether the Congress 
can be C'Oiuinced of the importance of abandoning its traditional 
approach to tax legislation in favor of one adapted to a general 
policy of economic stabilization. 

Flexihilitij in public expenditures offers a bit more difficulty in 
attainment than perhaps is the case with tax rate flexibility. If the 
political and legislative obstacle can be surmounted, the problem 
of tax adjustability is virtually solved, for the administrative and 
technical problem.s are not too involved. However, this is le.ss true 
of gov^eriiinent spending. The administrative and technical prob¬ 
lems offer great difficulties in addition to the political and legislative 
problems in this case. 

The legislative problem in connection with government ex¬ 
penditures is much the same as that discussed in connection with 
tax rates. If facile adjustability is to be achieved, it is inconceivable 
that Congress should have to approve every line of government ex¬ 
penditure. Advance planning, on a continuous basis is necessary 
to build up and maintain a shelf of heavy and light public works 
projects, together with an adequate system of counter-cyclical trans¬ 
fer payments (relief payments, veterans and family subsidies, state 
and local grants-in-aid, etc.). Presumably, some automatic plan, 
like that of proposals two and three described under the tax rate 
discussion, is mandatory. The Congress should provide for the 
machinery to plan and put into effect various lines of public ex¬ 
penditures. A program might be established whereby government 
spending would automatically change to different preplanned levels 
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on the basis of certain agreed upon values of official ecopomic 
indexes.’*' Within the limits of standards established by Congress, 
it would probably be necessary to grant rather wide administrative 
discretion to the Executive branch as regards the choice of lines 
of expenditure. For example, the Congress might establish that 
at certain levels of national income light types of planned public 
works projects should be activated, at lower levels sharp increases 
in transfer payments should take place, at still lower levels heavy 
public works projects should be initiated and so forth. But it would 
lia\'e to lea\ e to administrative discretion the e*xact choice of most 
of the particular lines of spending within the framework thus es¬ 
tablished, with the exception perhaps of such s(jcially significant 
j3rojects as a Missouri Valley Authority. It is a matter of conjecture 
wliellier the Congress will be willing to grant (*\'en this much loss 
of control o^’er the Fedc'ral purse strings. 

Furllier problems arise in connection with the ease or difficulty 
with which these various channels of expenditure may be started 
and halted. As far as transfer payments are concerned, this prob¬ 
lem is at a minimum; given the will, these can be instituted and 
stopped on comparatively short notice.^* However, a problem is 
created by the fact that many public works programs are of high 
social priority and, therefore, not easily postponable. The expan¬ 
sion of educational facilities and the like often cannot be made to 
fit neatly into stabilizatioji policy; the sam(' is ob\’iously true of 

Bi’caiisf of the* weaknesses in our toreeastiiig ability, it is nec'essiiry, both 
ill the case oi public expenditures and tax rate changes, to allow some short 
time iiiterx'al to elapse before putting into effect changes in tax rates or public 
outlays. Thus it might be provided that the ofBcial economic indicators record 
certain values for a period of (say) tliree months before lax raU*s or public 
expenditures (aside from those mentioned as automatic stabilizers) were 
clianged. Sncli a provision is nec-essary to reduce the chance of errors in fore¬ 
casting, to ensure that changes made do not inadvertently lead either to infla¬ 
tions or deflations. The provision should apply both to periods of upswing and 
downswing. In tlii.s way care would be taken that public spending would not 
be curtailed and taxes rai.scd too soon in the former periods nor increased and 
lowered, respectively, in tlie latter periods. 

The most interesting and comprehensive of the transfer payment schemes 
which have come to the writer's attention is to be found in J. H. G. Pierson, 
Full Employment and Free Enterprise (Washington, Public Affairs Press, 
1947), pp. 35-73, Pierson's scheme in effect provides for a contracyclical sys¬ 
tem of family subsidies designed to ensure certain levels of aggregate consumer 
demand. 
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military and foreign aid programs, as the experience of the past 
few years and the present have taught. Projects of these types are 
not of the postponable and “shelving” variety. 

Moreover, there is a large class of so-called heavy type invest¬ 
ment such as river valley and rural development programs, projects 
which require long planning periods and are bf'set with engineering 
problems. If the Congress can be persuaded of the necessity for 
providing the administrative machinerv and funds to provide this 
planning in advance, however, much of the ])roblcm of planning can 
be overcome. A larger difficulty presents itself in the form of the 
length of the construction period required for these heavy type 
projects. Aside from projects whose social importance demands 
that they be begun as soon as the need for them becomes apparent, 
there is little problem in timing their starts. The real problem 
arises in timing their completions. The bulk of the large-scale 
dev'elopment programs like the type mentioned require many years 
to be brought to fulfillment. Thus the strong probability arises of 
starting these projects in times of depressions and being confronted 
with the necessity of completing them in times of prosperity, when, 
from the fiscal point of view, they constitute only a sev'cre iiffiation- 
arv influence. Nev'ertheless, discontinuance would mean total finan- 
cial loss. This characteristic of heavy investment projects makes 
it necessary that they be started in periods of deep and potentially 
long depressions and be of .sufficiently high social priority to war¬ 
rant being started and brought to fruition as quickly as possible, 
even in periods of boom. 

Because of this lack of adjustability of many public investment 
projects, either because of their social significance or their long¬ 
term construction periods, many writers have despaired of using 
public works projects as an important stabilization tool. However, 
Professor Benjamin Higgins, who has probably devoted more time 
than anyone else to the detailed study of the complexities of public 
works programming, remains firmly convinced that, given adequate 
advance planning, they can be employed with good results in a pro¬ 
gram of economic stabilization.’" 

♦••See B. Higgins, Public Investment and Full Employment (Montreal, 
lalMIBAtional Labor Office, 1946) and idem, **Prublems of Planning Public 
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In addition to a thorough piaiiiiing program, Higgins finds cer¬ 
tain other factors to be a necessary basis for a public investment 
stabilization program. One difficulty arises out of problems which 
confront the investment programs of state and local governments. 
Under normal, peac-etiine conditions the state and local gox ernments 
do the bulk of the spending on public investment programs, out- 
spending the Federal Government by as much as three and four 
times. But these levels of government are severely handicapped in 
efforts to adapt tlieniseb es financially to a program of contra-cycli- 
cal spending. For one thing, many of their expenditures, such as 
outlays on education, health, and protection, are not cyclically vari¬ 
able. Much more important are their limitations on sources of 
re\eiiue. lake the Federal Government, their lax revenues tend to 
\’ary directly with the cycle. But, unlike the Federal Government, 
tlie credit rating of state and local governments tends to follow the 
cycle, so that their borrowing capacity tends to fall in depression 
periods and rise in prosperity periods. Many of them rely on com¬ 
modity and property taxes, both of which are not only undesirable 
because of their regressive nature, but also because they tend to re¬ 
press con.sumption and investment in private property, respectivxdy. 
Many of them have an absolute upper limit imposed on their bor¬ 
rowing capacity by constitutional provisions. A great many local 
governiuents are limited in their borrowing capacity to stated per¬ 
centages of assessed real estate values, and these, too, tend to fluc¬ 
tuate directly with the cycle. All these factors tend to produce a 
cyclical perversity in state and local finances, their e.xpcnditures 
tending to fall and rise sympathetically with the business cycle. 
For this reason, Higgins emphasizes the need for an elaborate sys¬ 
tem of contra-cyclically variable graiits-in-aid to these levels of gov¬ 
ernment by the Federal Government, whose far greater borrowing 
capacity (which, incidentally, tends to rise in depression periods) 
enables it to pursue a contra-cyclical spending program. A system 
of grants-in-aid would go a long way toward enabling the state and 

Work,” in Postwar Economic Problems, pp. 187-205. See also the excellent 
discu.ssion of the problem of public works by W. F. Stettner, “Public Works and 
Services,” in Mousing, Social Security, ana Public Works, Postwar Economic 
Studies No. 6, Board of Governors of the Federal Reserve System (Washing¬ 
ton, 1947). 
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local go^^enimcnts to adapt their spending programs to conform to 
a national stabilization policy. 

The studies by Higgins have also led to certain other proposals 
for speeding up public work programs. He suggests that projects be 
undertaken on “force account/' that is, with a go>^ernnient\s own la¬ 
bor force. If use is made of a private contract system, these should 
be let in advance but should contain an “escalator clause/' recjiiiring 
revision of terms in accordance with changes in costs between the 
time the contract is let and the time the project is actually begun. 
Breaking down contracts into component parts and getting started 
on one part while dickering is going on for a later one is another 
way of speeding up things. 

Also suggested arc plans for the advance acquisition ol sites and 
broad powers of condemnation to avoid the needless delays in ac¬ 
quiring sites which have characterized public work projects in the 
past. 

Higgins also deals specifically with the problem of the construc¬ 
tion periods of investment projects, mentioned above. In addition 
to creating in ad\'ance a shelf of projects, he advises the drawing up 
in advance of working drawings and .specifications. Furthermore, 
he points to a study made by the U.S. Public Work Reserve, indi¬ 
cating that projects normally handled by state and local govern¬ 
ments can be expected to reach completion within a period of six 
months to a year. This finding is especially significant, for it means 
that by "loading” public work programs with these types of projects, 
it is easy to curtail tliem during periods of recovery merely by allow ¬ 
ing them to run off without replacement. In this way, “most proj¬ 
ects can be made to fit into almost any interval of unemployment 
that is likely to arise.” 

There is, then, strong reason to believe that if advance planning 
and appropriations are provided for, along with a well conceived 
grants-in-aid program for state and local governments, a good deal 
of flexibility can be incorporated into public works programming, 
enough to enable them to be used as a powerful tool in the general 
kit of stabilization tools. 

Public Investment and Full Employment, p. 146. 
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Suggestions for Improvement of the Federal Tax Structure 

Of necessity, the following discussion must be brief and cursory. 
Striclly speaking, a discussion of revisions in the tax structure be¬ 
longs to a hook on public finance. Nevertheless, we ha\e been so 
concerned with the investment and consumption functions in this 
book that a brief discussion of one of the fundamental influences 
on these functions, namely, the tax structure, may not be misplaced. 
The infcTcsted reader is referred to the citations in footnote 20 for 
more detailed discussions of the influence of the tax structure on the 
rate of pri\atc investment and the community's propensity to con- 
Mime.'" 

Redistributive taxaiUm has often been proposed as a means for 
raising the nation’s propensity to consume. The term redistributive 
taxation implies the construction of a very progressive tax structure, 
that is, taxing the low-spending high-income groups at high rates 
while taxing the higher spending middle- and low-income groups at 
comparatively low rates, with the aim of raising the rate of con¬ 
sumer spending. Jn an earlier footnote we had occasion to note cer¬ 
tain existing limitations on further redistributive taxation than is 
already in effect in the United States. Estimates made recently 
indicate that the best that can be hoped for from most reasonable 
redistributions in personal income is an increase in consumption of 
3 to 5 billion dollars."* The rea.sons for this are threefold. In the 
first place, the per.soiial income tax structure is already highly pro¬ 
gressive. Secondly, the bulk of the national income (for all its in¬ 
equalities of distribution) is concentrated in the middle and lower 
income brackets (i.e., the brackets which include those groups earn¬ 
ing up to $5,000 a year). Points one and two imply that there is 

Sf'C Harold M. CroM'S, Postu'ar Taxation and Economic Progrcjss (New 
Y'ork, McGraw-Hill Book Company, Inc., 1946), particularly Chaps. 2, 7, and 
8, K. A, Musgravc, “Federal Tax Beform,” in Public Finance and Full Emploij- 
rnent. Postwar Economic Stiidie.s No. 6, Board of Gmernors of the Federal 
Ilcserve System, Washington, 1947, and E. D. Allen and O. H. Brownlee, 
Economics' of Public Finance (New York, Prentice-Hall, Inc., 1947), par¬ 
ticularly Chaps, 14 and 15. 

In addition to the articles by H. Lnbell, cited in footnote 5, Chapter 13, 
see the interesting study of R. A. Musgrave and Mary S. Painter, “Impact of 
Alternative Tax Structures on Consumption and Saving,'* Quarterly Journal of 
Economics, LXII (August, 1948), pp. 475-499. 
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not nearly as much leeway for income redistribution as is com¬ 
monly supposed. Finally, there is the fact that the marginal pro¬ 
pensity to consume of the income groups up to the $5,000 bracket is 
virtually the same. 

Certain gains, from a stabilization point of view, nevertheless, 
will accrue from slightly increased progression. The increase in 
consumption is small because such a large fraction of the national 
income (more than 85 per cent) is already devoted to current con¬ 
sumption. A much larger (relative) reduction in savhi^s will oc¬ 
cur, howcNcr, and this will greatly diminish the amplitude of th(‘ 
fluctuations in the volume of savings. This result is important, in 
turn, for limiting the effects of fluctuations in private investment 
(provided care is taken to contain attempts to offset this develop¬ 
ment through increased resort to bank credit). 

Moreover, insofar as redi.stributive taxes serve to raise the posi¬ 
tion of the entire consumption function, a multiplier eflect is estab¬ 
lished. We have noted earlier that shifts in the position of the pro¬ 
pensity to consume create multiplier effects in precisely the same 
manner as do shifts in the investment schedule. Thus a rise in the 
consumption function leading to an increase in consumption of 
(say) 4 billion dollars at old levels of income will actually raise con¬ 
sumption (with a multiplier of 2) to twice that amount at the new 
level of income which results from the higher position of the con¬ 
sumption function. A rise in income of 8 to 10 billion dollars 
brought about in this manner is not to be sneezed at, considering 
that the budget deficit of the Federal Government during the thir¬ 
ties averaged only about 2.5 billion dollars. 

However, care must be taken to distinguish a progressiv^e tax 
structure applied to personal income from one which appliM^'to 
business incomes. A progressive tax system applied to busiiyess in¬ 
comes is likely to reduce the rate of investment at the same time it 
reduces the rate of corporate saving. In the case of new and small 
firms this investment effect is likely to be especially severe; by vir¬ 
tue of their newness and/or smallness these firms often have limited 
access to the capital markets. Even large, established firms may 
well curtail investment outlays in response to high taxes on their 
incomes, however. This is especially true of manufacturing firms 
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(as opposed to public utilities), who traditionally have derived the 
bulk of their investment funds from reinvested earnings. Insofar as 
the bulk of capital for expansion appears to come from internal fi¬ 
nancing, taxes which reduce business savings have deleterious ef¬ 
fects on investnumt. 

The same argument seems less applicable to personal savings, so 
that there is considerably less to fear from untoward investmcMit ef¬ 
fects as a result of high individual lav rates on the incomes of the 
\(‘ry high income groups. The historical developmeiil of modern 
enterprise set‘ms to indicate that a reduction in the savings of these 
groups will .do little in the way of curtailing investment, because, 
in tlie past, they contributed very little to the supply of capital 
funds available to new industries. In the past tlie bulk of new in- 
v(‘stnienl funds has come from plowed-back profits; whatever 
amount of venture capital did come from outside sources came prin¬ 
cipally from the great middle-class incomes. On these grounds it 
is felt that highlv progressive personal income taxes can he ex¬ 
pected to curtail sav ings without impairing the rate of investment 
to any significant degree. This would be particularly true if certain 
other adjustments were made in the tax structure, which would re¬ 
sult in greater equitij in the tax treatment of returns from risky in- 
vestmeiits. To a discussion of these adjustments we now turn. In 
the interests of brevity, we shall present the following discussion of 
some of tlie proposals for improving the United States Federal tax 
system in something of an outline form. 

1. Provision for Loss Offsets and Averaging Incomes over Time, 
Earlier we had occasion to note that under the existing system of 
progressive tax rates, fluctuating incomes were inadvertently dis¬ 
criminated against. The reason is that, unless special safeguard is 
made, progressive tax rates naturally tend to raise taxes on gains 
from investment more than they reduce taxes on losses from the 
same investments."” Since fluctuating incomes are largely associated 
with risky investments, these effects discriminate against risky in¬ 
vestments and act as a damper on venture capital. Moreover, they 
act as a damper on all those industries which yield fluctuating in¬ 
comes to the factors employed there; this means, in effect, the bulk 

An illustration of this point is given on p. 569, footnote 12. 
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of maniifacturiRg industries, for these in general are confronted 
with fluctuating incomes. 

Two important ways of overcoming these inequities have been 
suggested. One is to permit the taxpayer (including corporations) 
to substitute an average income, covering a period (say) of five 
years, for the present annual income as the present tax base. Tlien 
the taxpayer could determine what his tax liability would have been 
if his yearly income for the period had equaled his average; if tht‘ 
total of taxes actually paid in this period exceeded his liabilitv com¬ 
puted with the a\'€'rage income as the yearly tax base, the taxpayer 
would claim a refund for the difference. 

In ordei to prevent this averaging system from accruing to the 
benefit onlv of the comparatively high income brackets, it has been 
suggested that pro^ ision be made to permit the low income brackets 
to carry forward unused tax exemptions and losses for a limited pe¬ 
riod. 

Equally important as a means of overcoming the existing in¬ 
equities and the dampers to private investment are proposals for 
much broader provision for loss offsets tlian now exist. Tliese pro¬ 
posals generally w'onld permit the offsetting of losses from invest¬ 
ment against other taxable income, either in present or future in¬ 
come periods for a limited period of five years or so.‘“‘'^ 

It is to be noted that there are certain limitations to the advan¬ 
tages that would accrue from the "averaging” and “loss offset” pro«» 
posals, particularly as they would apply to new and/or small firms. 
Large corporations may ordinarily be expected to have a diversified 
stream of income, so that it is much easier for them to offset losses 
in one direction against gains in another. The same does not hold 
for small firms, whose sources of income are usually rather narrow 
in scope. New firms whose losses at the start are great enough to 
“sink” them will obviously reap no advantage from the ability to 
o£Fset losses against future incomes (which they will never get a 
chance to-^tealize). The uncertainty that future profits will be 

f 

Permifi^on to offset losses against past incomes has been deemed in- 
advisabla (Ml grounds that it would open the way to large-scale litigation^ 
opening m ODsed tax accounts, etc., all of which would make the administrative 
C'osts of Ihe program unduly high. 
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earned (at all, or soon enough to avoid liquidation) greatly limits 
the encouragement which oflset provisions can give to risky in¬ 
vestment in new enterprises. This factor gives rise to a strong case 
for removal of business taxes on small and new firms or, at least, for 
some special provision for them. 

2. Taxation of Realized Capital Gains. Closely associated with 
the problem of taxing fluctuating incomes is the problem of taxing 
capital gains. From the point of view of minimizing dampers to in¬ 
vestment, this problem is especially important, because in actual 
])racticc, most of the fluctuating income from risky investments is 
yielded in the form of capital gains. Most proposals for treatment 
of capital gains and losses call for handling them as personal income, 
subject to the same rales, together with some form of averaging and 
offsetting process. Thus realized capital losses in one period or 
from one investment may be offset against income from an invest¬ 
ment in another period or other income in the same period. Al¬ 
ternatively, realized capital gains or losses may be averaged over a 
period of vears equal to (say) the period over which the asset was 
held, with the taxpayer being liable at a rate equal to that which 
would have applied had his yearly inconn* equaled this average. 
Care must also be taken to prevent continued avoidance of these 
taxes through gifts and death. It is widely suggested that capital 
gains (or losses) be treated as realized at the time of death or trans¬ 
fer through gift and the gains (losses) taxed at the appropriate in¬ 
come tax rates. 

3. Elimination of Tax-Exempt Securities. For various reasons 
governments in the United States, particularly state and local gov¬ 
ernments, have issued tax-exempt securities. In the present con¬ 
text, the most important effect of tax exemption has been to drive 
venture capital away from risky investments into the relatively risk¬ 
less tax-exempt securities. Even though the latter bear much lower 
interest rates, they still are more attractive to the av^erage investor 
who has to pay taxes on interest income from higher interest-paying 
private securities. A person in the high income brackets who has to 
pay (say) a 50 per cent surtax may well find a 3Vi» per cent tax- 
exempt bond more attractive than an 8 per cent bond to which is 
attached an element of risk. This situation makes it imperative that 
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steps be taken to remove the tax exemption privilege now granted 
state and local securities. 

4. The Inte^ralion of Personal and Corporate Income Taxation. 
We have pointed out repeatedly the potentially damping elFects 
which taxes on corporate income may exert on investment. Most of 
the case against corporate taxes is embodied in the argument that 
to the extent that these taxes reduce the returns on investment, they 
diminish the willingness to bear risks. It is the feeling of most writ¬ 
ers that the complete remov al of corporate taxes would remove most 
of the incentiv e-destroyiiig effects of taxes, ev en if personal income 
taxes were raised to offset the decline in revenues caused by the 
elimination of corporation taxes. One reason has been admirably 
described by Prolessor Groves. Asserting that corporation managers 
are more concerned with corporation profits net of income taxes 
than they are with the income of stoc‘kholde*rs net of income taxes, 
Grov'cs says, “the company’s succc.ss, with which management iden¬ 
tifies personal success, is measured first by corporate net eaniings, 
next bv’ dividends, and least by dividends net of personal tax." “* 
Another reason is that which we have noted in connection with 
small and new firms. In view of their limited access to the capital 
markets, taxes on the income of small and new firms handicap them 
in their ability to finance themselv^es out of reinve.sted earnings. We 
have seen also that small and new firms cannot be helped com¬ 
pletely by such tax provisions as averaging and loss offsets. 

Gertain factors, however, make it dilBcult to do away with cor¬ 
porate taxes altogether. One is the fact that moderate corporate 
taxes, giv'en adequate provision for offsetting, are preferable to 
higher taxes on consumer goods or higher payroll taxes. 

A furthcT problem is posed by undistributed corporate profits, 
which permit stockholders to avoid part of their personal income 
taxes. Various proposals have been made with the aim of overcom¬ 
ing this problem. One of the.se is an undistributed profits tax at 
very high rates, in place of other taxes. Another suggestion is a tax 
on corporate nlMb income, but with the privilege granted the corpo- 
ratioi|Mi¥|i^ dividends paid from their taxable income. A 

Jobs and Taxes by H. L. Groves. Copyright 1944. 
Courrafy^WWcCravv-Hill Book Company, Inc., N. Y., p. 25. 
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variation of this second suggestion is one, modeled after the British 
system of income taxation, in which a tax would be applied to all of 
corporate net income, and the stockholder would be allowed to de¬ 
duct from his tax liability the amount already paid lor him by the 
corporation. 

Inasmuch as corporations withhold dividends as a means of ac- 
cuiniiliiting licpiid cash balances for future emergency (precaution¬ 
ary) purposes and as a means of providing themsches with funds 
for expansion of plant and ecjuipment, in addition to withholding 
(hem as a way of allowing stockholders to a\oid tax liabilities, sug¬ 
gestions have been made to supplement the above proposals to per¬ 
mit the retention ol corporate profits for legitimate purposes. To 
allow the accuiniilation of precautionary cash balajices without 
pcMialty, corporations might be pc'nnitted to carry forward for some 
pcTiod of time retained profits of one year and offset these against 
distributed earnings in anothc^r year. If it was felt worth while, 
cor|3orations might also be permitted to deduct from taxable in¬ 
come c'urrent (gross) expenditures on plant, ecjuipment, and inven¬ 
tories. 

In the case of new and small corporations it is particularly im¬ 
portant that some provision be made for them which will permit 
them to build up their liquid cash positions and rc'tain earnings for 
reinvestment. Because of their restricted borrowing capacities, spe¬ 
cial provisions for them alone are in order. Assuming the problem 
of defining new and small firms is overcome, they might be made 
exempt from taxes altogether up to a certain level of profits. Addi¬ 
tionally, or alternatively, they might be permitted to count a cer¬ 
tain amount of retained profits as dividends and deduct this amount 
from their taxable income. Another proposal would have small 
corporations treated as partnerships. 

It has also been suggested that businesses be given the privilege 
of “accelerated depreciation.” This would permit costs of equip¬ 
ment to be charged to depreciation more rapidly than is now al¬ 
lowed; in effect, it would allow income currently invested in de¬ 
preciable assets, for replacement purposes as well as new additional 
equipment, to be deducted from taxable income. It is thought that 
such a provision would provide a stimulus to investment, by speed- 
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ing up the rate of replacement or acquisition of new equipment, 
particularly during depression periods. 

All in all, students of the tax-structure problem are generally 
agreed that as much reliance as possible should be placed on per¬ 
sonal income taxation. Properly set up, personal income taxe.s 
would give to the tax system its greatest degree of equity and flexi¬ 
bility and, at the same time, minimize deterrents to new inveslmenf 
to which taxes gi\e rise. Where the retention of corporate taxes 
is found necessary, improvements in their structure along the lines 
suggested in the foregoing paragraphs are in order. 

THE NATIONAL DEBT AND ITS MANAGEMENT 

Up until now we have for the most part, excluded from our dis¬ 
cussion considerations concerning the national debt. Implicitly, of 
course, the public debt has been touched upon, for budgetary sur¬ 
pluses and deficits inevitably affect the size of the debt. It is time 
now to deal explicitly with some of the problems created by the 
national debt and the bearing of these problems on fiscal policy and 
economic stability. 

The Role of Debt Management in Fiscal Policy 

In the United States, as in most countries of the world, the na¬ 
tional debt has grown to such proportions as to become a major in¬ 
strument of fiscal policy. It is impossible to think of its manage¬ 
ment outside the broad framework of policy designed to achieve 
economic stability. The debt may be used to lend an inflationar}' 
tone to the national income; it may also be used to create sharp de¬ 
flationary forces in the economy; its existence influences the distri¬ 
bution of the national income. In short it is an instrument whose 
management directly affects the welfare of the entire nation, and it 
should be used in this manner. Certain misconceptions have pre¬ 
vailed in the past and continue to exist, however, which have inter¬ 
fered with attempts to manipulate the debt successfully in its role a.s 
a major tool of economic policy. The most egregious error commit- 
iU-informed segment of the public consists of persistent 
alHM^pto draw an analogy between the finances of the national 
jliHHnent and those of tto individual buslMMaMDern. 
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Public Debt vs. Private Debt 

When a business concern borrows, it incurs a burden which 
potentially may envelop it in bankruptcy. In the beginning, of 
course, it benefits through the transfer ol resources, or monetary 
command over these resources, from lenders to itself, the borrower. 
However, it incurs the obligation of paying interest on the loan, and, 
like th(‘ borrowed principal, interest payments involve a transfer of 
coiiiinaiid over resources, only this time in the opposite direction—to 
the lenders. Finally, there comes a day, als(), when the principal 
must be repaid, either in toto or in amortized form. Payments of 
interest and repayments of principal are direct financial burdens to 
the business firm. In effect, they are a source of impoverishment 
to the firm. They necessarily involve a loss of some of the firm’s 
financial resources, and there is an irrevocable obligation to pay the 
required sums. Failure to do so means bankruptcy. Therefore, it 
is necessary that the firm gauge its borrowing activities with an eye 
on its ability to repay. It must be certain that its business activi¬ 
ties result in sufficient income to assure a capacity to pay interest 
and principal, or else bear the consequences. Most assuredly, it 
cannot go on merrily unbalancing its budget and rolling up debt. 
No firm has unlimited access to the capital market. A day of reck¬ 
oning must sooner or later come to pass. Moreover, there is always 
the threat that the fixed charges of a debt will prove the firm’s un¬ 
doing should a depression set in and cause both its current income 
and credit position to deteriorate. All too many firms have sunk 
under the “dead-weight” of their interest burden during periods of 
cyclical slump. 

As is well known, many people have erroneously concluded that 
since a business firm faces bankruptcy from too great a debt bur¬ 
den, then the national goveniment should striv'e with all its might to 
balance its budget and minimize the size ol its debt, or else face the 
same consequences. There were people who were very upset when 
the size of the Federal debt rose from some 15 billion dollars in 1929 
to a little over 18 billion dollars in 1932. When the debt rose vir¬ 
tually to 40 billion dollars in 1939, they were predicting collapse. 
Yet we have just gone through four or five of the most prosperous 
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years in the nation’s history with a debt that has averaged over 250 
billion dollars in the postwar period. Imagine the reaction of the* 
pessimists to a forecast of a national debt of this magnitude. V 
prediction of this sort would have been equivalent to one of national 
calamity. Neverthe*le\ss, the nation is in sound financial shape, en¬ 
joying peak level of employment and booming prosperity. Why 
no collapse? Ob\'iously, something must be v^TOiig with the analogy 
bt'tween the finances of a business firm and those of the national 
government, and something is. 

As long as a debt is inf email tj held, this analogy is incorrect. A 
nation is not one whit poorer for the payment of interest on the na¬ 
tional debt, because these payments invoke absolutely no transler 
of re.sonrces outside the natitm’s boundaries. The natural and cajn- 
tal (slock) wealth of a nation, as well as its national income, still 
remain within the confines of that nation when interest is paid on 
its public debt to its (domestically situated) nationals. Of course, 
a transfer of ownership over these resources from taxpayer to bond¬ 
holder occurs, but for the nation as a whole, the same total of re¬ 
sources exists before and after the interest and principal are paid. 

It is when a debt is held by people in foreign countries that the 
comparison between the finances of a single firm and those of a na¬ 
tion is a good one. For then the nation is, like a business firm, an 
economic unit in a sea of such units. And, like the firm, payment of 
interest and principal involves a transfer of resources from one unit 
(nation) to another. The people arc impoverished to the extent of 
the transfer of these resources; they are working not for their own 
benefit, but for the benefit of foreign peoples. But as long as th(* 
debt is held internally, no such transfer of resources occurs, and the 
nation's wealth is undiminished. 

Assuming an internally held debt, there are other fallacies in 
the reasoning of those who would have the government model its 
finances after those of the business firm. In the first place, such ad¬ 
vice overlooks the fact that unlike the firm, the government is not 
limited to sales receipts for income. As long as governments have 
the tax power, the term bankruptcy has little meaning when applied 
to them. As long as there is no question concerning their stability, 
the borrowing power of most governments is also usually unlimited. 
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If the non-bank public won’t lend, resort can be had to the banks, 
particularly the central bank, and if needs be, to the printing press. 
As a matter of fact, however, the national government’s credit posi¬ 
tion usually rises during periods of depression, when its tax reve¬ 
nues fall. The reasons are tliat there is little danger of default on 
government sc*ciirities, because of its tax and money creating pow¬ 
ers, and the fact that there is so little private demand for loanable 
funds. 

It plainly c\'ident that a great many banks and non-bank lend¬ 
ers are only too willing to lend to the Federal Goveniment during 
major depressions because of the lack of good “security risks” to 
whom to lend, on the one hand, and the ‘'gilt-edged” character of 
government securities, on the other. 

Furthermore, a national goxernment can look forward to a rise 
in the national income as a result of its deficit-financed expenditures, 
especially if these are bank financed. As a result, its budgetary posi¬ 
tion may ultimately be better off after the spending operation than 
before, for a higher national income will mean higher tax revenues 
(provided tax rates are not lowered sufficiently to prevent this). 
No business firm is large enough to exert such an effect on the na¬ 
tional income. Put more specifically, even if a firm is large enough 
to have its investment activities exert a stimulating effect on the na¬ 
tional income, the proceeds would be so diffused throughout the 
rest of the economy, that it could look forward to receiving virtually 
nothing back. This is not true of the central government. Its ex¬ 
penditures can be lifted to a sufficient magnitude to provide a .sharp 
boost to the level of economic activity and income of the nation, and 
it can look forward to recouping some of its expenditures, at least. 

In the final analysis, however, it is not even necessary that the 
possibility of higher tax revenues should provide the incentive for 
governments to undertake deficit-financed spending programs, if 
conditions require it. The conditions referred to, of coiirse, are 
primarily depression conditions. The philosophy of functional 
finance, as well as that of many people who have never heard of this 
term, is that the government’s business is the general welfare of the 
public. It is not in business to show a profit as is the ordinary busi¬ 
ness firm. Its “business” is the public welfare. When there is deep 
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depression, and widescale unemployment and misery during these 
times, if the government has it within its power to boost the nation 
out of the economic doldrums, by all means it should do so. Failure 
to do so may plunge the nation into far worse evils than a large size 
national debt. 

The “Rear Burdens of a National Debt 

To deny the validity of an analogy between the financial burden 
of debt to a business firm and its burden to a nation and its govern¬ 
ment is not to deny that there may be no burdens to a national debt 
at all. But the burdens, to the extent that they may exist, are rarc'ly 
those which are heard on the street or in the halls of Congress. The 
national debt is a burden on the community if it causes taxes to be 
high enough to act as a depressant on the incentives to invest (bear 
risk) and to work. It is a burden if it results in a redistribution of 
the national income in favor of the rich, not only because such a re¬ 
distribution may be inecpiitable, but because it may lower the com¬ 
munity's propensity to consume. It is a potential burden to the 
community if it results in such an expansion of the money supply 
and other forms of liquid assets as to pose a real inflationary threat 
to the community. And it is a burden if the management of it is 
allowed to result in loss of control over the credit creating activities 
of the banking system, particularly in periods of boom. 

Nonetheless, a rise in the national debt may also be of real bene¬ 
fit to the nation, as much of the earlier discussion should indicate. 
Aside from the tax burden, if the debt results in a great expansion 
of the liquidity of the nation during depression, then it becomes, 
through this growth in liquidity, a potentially important stimulus to 
the nation's propensity to spend (on investment and consumption). 
This result is, of course, most desirable; in addition to possibly ini¬ 
tiating the forces which lead to recovery and prosperity, it may even 
ease the minds of the “worry-warts,” by reducing the needed vol¬ 
ume of government spending. By borrowing from the banks, the 
government enables the money supply to expand, allowing people 
to build up their cash positions. By borrowing short term as much 
as possible, and assuring the automatic redeemability and full 
^quidity (through security market-support policies) to long terms 
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when these are used, the government will also allow business firms 
(hank and non-bank) and households to satisfy their quest for li¬ 
quidity through the acquisition of liquid and riskless securities. As 
a result of their much expanded liquidity position, the bank and 
n(jn-bank public may be encouraged to lend and spend more freely 
on investment and consumption. 

The lufiationary Potential of a National Debt 

At the same time, the enlarged cash and other liquid asset posi¬ 
tion of the public may provide the groundwork for a large-scale in¬ 
flationary threat. Tin's is particularly true if the government is 
forced to engage' in such finaiicing activities in periods of full 
or near-full employment, as happened in the financing of World 
War II. The public came out of the conflict with an unprecedented 
liquid asset position, including a money supply that had increased 
by some $130 billion since 1939. (Since national income had in¬ 
creased by 1948 to a level a little more than double its 1939 level, in 
constant prices, while the money supply had risen about fivefold in 
the same period, it is easy to see what an inflationary threat was 
posed by this expansion in the money supply alone in the full em¬ 
ployment economy of the postwar period). When expansion of the 
debt leaves such a legacy of liquidity behind it as to create a dis¬ 
tressing inflationary threat, it becomes a potential burden to the 
economy. 

The exigencies of war finance also created another vast inflation¬ 
ary potential. The necessity of providing absolute liquidity for gov¬ 
ernment securites led to the Federal Reserve System's support of 
the open market lor governments, in order to peg bond prices. 
Treasury preoccupation with a policy of maintaining a low level of 
interest rates on the national debt, together with a central bank fear 
of a collapse in the asset position of the banks, led to a continuation 
of the open-market support policy in the postwar period. As the 
reader is aware by now, this policy gave to the banks virtually un¬ 
disputed control over their reserve position. Any time a bank felt 
itself to be in need of additional reserves for further credit expan¬ 
sion, it simply sold some of its government bond holdings at the 
pegged price. In effect, the support policy made the government 
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bond holdings of the banks the equivalent of interest-earning cash 
reserves. 

When a large debt causes the government to concentrate on the 
policy of keeping the interest charges on the debt as low as possible, 
to the exclusion of other policies, we have another potential, in¬ 
direct burden of a large* debt. For when concern over the servicing 
costs of the debt leads to virtual loss of control over the credit cre¬ 
ating activities of the commercial banks, the country is constantly 
confronted with a severe inflationary potential. It should be re¬ 
membered, however, that such results are a burden only when the 
economy is approaching full employment. During periods of sev¬ 
ere slump, it is to the interests of all that the banks have easy access 
to additional reserves, if such policies will encourage them to lend 
oil easy terms. It is only when such lending will result largely in 
a rapid rise in prices in periods of full or near-full employment that 
such policies become burdensome. 

Burdefi from Tax Effects 

A national debt is a burden on the economy if the taxes neces¬ 
sary to finance the interest charges on the debt are heavy enough 
to damp incentives to bear risk in investment and to work. At the 
outset it is important to note that it is not the absolute amount ol 
taxes that is important, but the relative amount. It is the fraction 
of their incomes taxed that, by and large, determines the impact of 
taxes on peoples’ incentives. Even if a man pays $50,000 a year in 
taxes, he is not apt to be particularly disturbed if his income 
amounts to $300,000 or so. But a $1,000 tax is apt to be considerable 
to a man whose income is $4,000 a year. 

Thus it is necessary to keep in mind three variables in ascertain¬ 
ing the tax burden that results from the interest payments on the na¬ 
tional debt. One is the ratio of debt to the national income; the 
second is the ratio of interest charges to national income; and the 
third is the average tax rate, which is equal to the ratio of the na¬ 
tional debt to the national income multiplied by the average rate 
of interest on the national debt.^*^ Taxes must ordinarily be raised 

, Sec the excellent discussion of this aspect of the debt and tax problem 
in £. D. Domar, “The Burden of the Debt and the National Income,** American 
Economic Review, XXXIV (December, 1944), pp. 798-827. 
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in amount equal to the interest charges on the national debt. As 
long as the interest (and, therefore, tax) charges can be held within 
the limits of 10 to 20 per cent of the national income, the tax pay¬ 
ments should prove tolerable. Actually, as we shall presently see, 
the chances are excellent that the interest and tax charges can be 
held within the limits of 2]4 to 5 per cent. 

The reader may see that if it is the relative portion of the income 
taxed that is basic to a discussion of the incentive effects of the 
debt, it is important to know what there is to expect not only about 
the growth of the national debt and the interest charges on it, but 
also what we may expect in the way of growth in the national in¬ 
come. Historically, the record shows tliat despite the enormous in¬ 
crease in the size of the public debt, neither the ratio of debt to na¬ 
tional income nor the ratio of interest (and, hence, lax) charges to 
the national income have increased very much. Thus despite the 
fact that between 1929 and 1949 the national debt increased from 
some 15 billion dollars to approximately 257 billion dollars, the 
ratio of debt to income increased only from 0.2 to 1.3. Even more 
important, the ratio of interest charges to national income has in¬ 
creased only from 0.8 per cent to 2.5 per cent in the same interval. 
The reason for the small increases in both ratios has been, of course, 
the very rapid rise in the national income, from 68.4 billion dollars 
in 1929 to 220 billion dollars in 1949 (in current prices). 

The rise in national income is actually the crucial element in the 
problem. In the past three quarters of a century it has averaged an 
annual rate of growth of approximately 3 per cent. If we could be 
certain of a continued rate of growth of this magnitude, we could 
well shunt aside all fears relating to the size of the debt. Taking a 
very pessimistic view of the rate of growth of the public debt and 
assuming it to be, on the average, 6 per cent a year, we would find 
that the fraction of the national income that would be taxed for in¬ 
terest payments would actually fall through the years.Since a 
6 per cent yearly rate of growth in the debt is rather high (it vir¬ 
tually acknowledges the validity of the stagnation thesis), it is evi¬ 
dent that a smaller rate of growth will cause the ratio of interest 
charges to the national debt to fall even faster than it would with the 
Cf. Domar, op. cit., pp. 819-812. 
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6 per cent rate of growth, provided the national income continues 
to grow at the yearly rate of 3 per cent. Even if the rate of in¬ 
come growth is 2 per cent, however, Domar has shown that, given 
the 6 per cent growth rate in the debt, the interest charges on 
the national debt in 50 years will still amount only to 5.36 per 
cent of the national income, a figure which should occasion little 
alarm. 

Professor Seymour Harris has perhaps put the matter a little 
more descriptively. "A steady rise of income of $1 billion per year 
(less than 1 per cent of current income) can easily finance an in¬ 
crease in debt of $5 billion yearly. In other words, an increase ol 
income of $1 billion at the present income le\el can provide Fed¬ 
eral taxation of $200 million or more, which is in excess of the addi¬ 
tional annual debt charge of $125 million, the cost of a debt of $5 
billion at an interest rate of 2^/^ per cent.” As Harris notes, this 
statement makes the extreme assumption that the 5 billion dollars 
of deficit spending itself adds nothing to the national income, and 
therefore makes no allowance, in addition, for any multiplier ef¬ 
fects of the deficit spending. If the debt-financed expenditures of 5 
billion dollars cause the national income to rise by at least the same 
amount, they automatically more than finance their interest charges. 
As long as the national income continues to grow, and the deficit- 
financed government expenditures can make it grow, there seems 
to be little doubt, at present, that the interest and tax burden can 
be held easily within tolerable limits. All that is necessary is to 
educate the public to the fact that it is these relative magnitudes 
that count. If this point can be gotten across, it should be possible 
to make the statement, without creating a wave of pessimism, that 
with the real national product doubling, as it has, every 25 years or 
so, the national debt can increase by 250 billion dollars or so every 
25 years, and the relative burden of the debt would remain un¬ 
changed. This burden at present is an interest and tax charge of 
2% per cent of the national income and may be considered vir¬ 
tually it negligible influence on incentives. But even if it rises to 

Ibid. 

S. E. Harris, “Postwar Public Debt,” in Postwar E(fOnomic Problems 
(New York, McGraw-Hill Book Company, Inc., 1943), p. ItW. 
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(say) 5 per cent or 6 per cent, or even 10 per cent, it is still likely 
to be well within the limits of tolerance. 

Burden from Redistribution Effects 

A national debt is also a burden on the economy if it is concen¬ 
trated ill the hands of the high-incomc groups (directly or through 
institutions). W'hen this is the case, taxes may take income from 
low-income groups, whose marginal jiropensity to consume is high, 
to finance the interest payments to the bondholders, whose marginal 
propensity to consume is low. The result is to depress the propen¬ 
sity to consume of th(' entire community. Along with these eco¬ 
nomic cfiects are the welfare and equity arguments against any in¬ 
creased iiiequalitN' in the distribution of the national income. The 
problem of concentrated ownership of the public debt becomes 
particularly important when the debt is expanding rapidly. For 
then it requires a high rate of saving, and it is only the high income 
groups and the savings institutions that can provide the necessary 
rate of saving. 

There are reasons for believing that this form of the burden of 
the debt has been .somewhat overemphasized in the past. First, it is 
necessary to note, as in the case of the tax effects, that the impor¬ 
tance of the redistributive effects of the tax-financed interest pay¬ 
ments depends in large part on the relative importance of these 
payments to the national income. We have already observed that 
today these charges aiiproximatc 214 cent of the national in¬ 
come and at present show little danger of exceeding 5 per cent or 
so of the national income. A redistribution of the income of these 
small magnitudes is not likely to exert much effect on the commu¬ 
nity’s propensity to consume, particularly in the presence of certain 
other factors. 

In the first place, part of the 214 per cent of the national income 
that is paid out as interest on the debt accrues to the middle- and 
low-income groups, holders of “E” bonds and other government sav¬ 
ings bonds. Secondly, present estimates are that the government 
recoups between 15 and 20 per cent of its interest payments on the 
national debt in the form of taxes. 

It must also be remembered that a very progressive tax structure 



598 THE APPLICATION OF BUSINESS CYCLE THEORY 


ensures that a large segment of these recouped interest payments 
comes from the upper income groups themselves. Moreover, the 
deflationary effects of whatever part of the national income is re¬ 
distributed in favor of the high-income brackets are offset to a con¬ 
siderable extent by the fact that an estimated one-third of total taxes 
collected timds to come out of income that otherwise would go into 
idle savings.-"' Given these facts, together with th(' fact that, at 
present, interest payments amount to only per cent of the na¬ 
tional income, we may state with complete assurance that the re¬ 
distributive cftects of the interest charges are certainly within man¬ 
ageable limits. 

Should the Principal of the Debt Be Repaid? 

Up to this point the discussion of the public debt has said noth¬ 
ing alDOut the possibility of reducing it in size, of paying oft some ol 
the principal. Should we attempt to repay at least some of the debt? 
The answer is ‘yes,” bank-held debt, in times of inflationary pres¬ 
sures, and “no” in times of depression. It is apparent from this 
statement that the debt is still to be viewed as an instrument of fis¬ 
cal policy, as being the other side of budgetary policies involving 
surpluses and deficits. 

Any attempts to utilize taxes to pay off the debt during depres¬ 
sions in an effort to reduce the burden of the debt are likely to re¬ 
sult only in an increase in the burden. This would be particularly 
true of debt owned by commercial banks, for repayment to them 
in deflationary periods would add severely to the deflationary forces. 
The added pressure on the national income would make the inter¬ 
est charges on the debt a larger fraction of the national income and, 
therefore, add to the “burden” of these payments. Repayment to 
nonbank groups is likely to add primarily to the idle cash balances 
these groups tend to accumulate during depression times.'^ Thus 

-"'See the intere-sting e-stimates on the variou.s offsets to the deflationuiy 
effects caused by the redistributive effects of tlie interest payments in H. C. 
Wallich, “Public Debt and Income Flow,” in Public Finance and Full Emplotj- 
fiient, Postwar Economic Studies No. 3, pp. 86-89. Wallich estimates that the 
net deflationary effect on tike national income caused by a redistribution of 
5.7 billion do(lM ill form of interest payments would approximate 1 
billion dpllan ^ ^ 

^A potefltklly’mjpMant exc^eption to this is likely to emanate from the 
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the repayment of debt from taxes during periods of slump would 
be little short of disastrous; it would be the worst type of economy 
conceivable. 

In periods of inflation, it is good fiscal policy to use taxes to re¬ 
tire some of the debt, but only bank-held debt. The deflationarv 
effects on the national income of this type of repayment are brought 
about by the resulting contraction of demand deposits; repayment 
of central bank-held debt would be even more deflationary, be¬ 
cause it would reduce bank reserves as well. Repayment of debt 
held by private individuals is ill advised, because it will ser\'e to 
build up the cash balances of the bondholding groups. 

It should always be kept in mind that regardless of whatever 
burdens of the debt there are, repayment of it during depressions 
will serv^e only to increase these burdens. On the other hand, re¬ 
payment of bank debt in inflationary periods is sound policy at all 
times (provided that care is taken not to deflate the income in this 
manner to an extent that might precipitate the economy into a de¬ 
flationary spiral). 

The Case for Interest-Free Borrowing 

Much of the preceding di.scussion concerning the “true*’ burdens 
of the debt should make the reader a bit more susceptible to sug¬ 
gestions of borrowing by the government on an interest-free basis. 
As we have previously noted, interest-free borrowing might be 
accomplished either through the issue of currency by the national 
government or the issue of non-interest bearing government securi¬ 
ties to the central bank. Interest-free borrowing has the decided 
advantage of removing from the picture the problem of damping 
effects on consumption and investment created by the collection of 
taxes to finance the interest payments on interest-bearing debt. It 

redemption of bond.s by the low-income groups, who will be inclined to spend 
the bulk of the proceeds. In this case provision might be made to permit re¬ 
tirement of privately held debt through rcidemption only, since it is likely that 
the bulk of such redemptions would be made by the low-income groups. This 
might be fashioned after the Series "E” World War II bonds, which were sold 
primarily to wage groups and were made redeemable. In depressions these 
redemptions should be made through a refunding operation of sales of bonds 
to the banks; the redeemed funds would thus constitute a net addition to the 
income stream. 
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gets rid, also, of the problem arising out of concentrated ownership 
of the debt, that is, the depressive effects on the consumption func¬ 
tion caused by a redistribution of the income in favor of the low 
(marginal) spending, high-income groups. It would remove, too, 
the problem of loss of control over the banking system created by 
“support” policies designed to keep interest rates on go\XTnment 
securities low. 

The suggestion that the government print money to finance its 
sj)ending meets a variety of objections, few, if any, of which have 
any .sound basis. A good bit of the fear of such a proposal on the 
part of the bulk of the public would disappear if it could be per¬ 
suaded that there is no basic difference between the creating of 
credit by the central and commercial banks and the use of the print¬ 
ing press. The banks simply have developed a \er)' neat and, for 
most people, concealed form of printing press. This is especially 
true of borrowing from the central bank, whose credit acts as bank 
reserves in the same manner that the issue of Treasury currency 
would and does. 

Those who argue that interest-free borrowing would encourage 
the government to spend unwisely seem to feel that somehow gov¬ 
ernment borrowing and .spending are, ipso facto, made better when 
interest is paid. Such thinking is entirely illusory. The government 
can make as many errors in spending while paying interest (often 
nominal) as it would when not paying interest. Certainly, the 
payment of interest is no criterion, whatever, as to the propriety 
of a particular line of government spending. 

Others argue that such borrowing would be inflationary. The 
replies to this objection should be self-evident. Interest-free bor¬ 
rowing is no more inflationary than borrowing at interest from the 
central bank, which has been going on for time immemorial. 
Furthermore, the “rules” of functional finance clearly dictate that 
such borrowing would take place to finance spending only during 
depressions. But, after all, this dictum is the same as that applied 
to deficit-financed spending involving bank borrowing at interest. 
Sound fiscal policy dictates that borrowing from commercial banks 
or central banks should take place only during periods of depression. 
11^4* just as poor policy to finance government outlay through such 
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bank borrowing in periods of full employment as it would be to 
resort to the printing press in such times. This last statement con¬ 
tains the nub of the whole problem. That is to say, from the point 
of view of appropriate counter-cyclical fiscal policy, the payment 
of interest on the debt is completely neutral. 

A more soundly based objection to interest-free borrowing 
comes from those who are concerned about institutional investors 
whose income primarily consists of interest on government bonds. 
These include commercial banks, insurance companies, educational 
institutions, and a wide variety of pension funds. In the present 
writers opinion, it is difficult to justify the payment of interest on 
the entire go\ eminent debt simply to keep all such institutions 
going. In effect, the interest payments on the government debt are 
being used as a form of subsidy. Yet there does not appear to have 
been any conscious discussion and decision-making by the nation 
(or its representatives) on the question of whether it wants to 
subsidize all the institutions now “living off the fat” of govern¬ 
ment interest payments. 

Obviously, there are certain groups whose subsidization is 
quite desirable. This would be particularly true of the colleges and 
universities, for example. It is less certain, on the other hand, 
whether we want to subsidize all 14,000 commercial banks in the 
country. Perhaps it would be more desirable to force the banks 
to get their income from service charges and private loans and 
investments. At any rale, it is suggested that we replace the present 
form of concealed (interest) subsidization program with a program 
of direct, outright subsidies. Such a program would have the ad¬ 
vantage of forcing us consciously to decide precisely which of these 
institutions we deem worthy of subsidization, instead of blundering 
along in the dark as we do at present. And it would free the hand 
of the monetary and fiscal authorities to use the interest rate on 
the government debt purely as a counter-cyclical tool, even resort¬ 
ing to interest-free' borrowing when the occasion warrants it. From 
the point of view of effective stabilization policy, this use of the 
interest rate on government debt would constitute an important 
step forward. 
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WAGE AND PRICE POLICY 

Wage and Price Reductions in Depressions 

Since we have already discussed the pros and cons of wage and 
price flexibility at some length,’'' particularly during depressions, 
we shall do little but summarize briefly the arguments presented 
there, with the addition of a few remarks on wage and price policy 
in periods of full employment. 

We have taktm the position of denying the fruitfulness of relying 
on a policy of general wage and price reductions as a means of 
getting an economy out of the doldrums of depression. It is evident 
that if such a policy is to be suecessfid it must either raise the 
schedule of investment and/or the propensitv to consume, or both, 
to levels high enough to generate a full-employment level of income. 
On \'arious grounds we have posited reasons for doubting that this 
is possible, or, if possible, that such a policy is feasible within the 
context of the present social milieu. 

Let us start first by restating the analysis, in summary form, of 
the effects of wage and price reductions on investment. One reason 
for favoring a policy of wage and price reductions in depressions is 
that these r('ductions would permit the release of cash from transac¬ 
tions balances to satisfy the desires to hoard cash for speculative or 
precautionary purposes. Such vSects, in turn, would permit in¬ 
terest rates to be reduced and, therefore, stimulate the rate of in¬ 
vestment. On two counts the possibility of effectively lowering 
interest rates in this manner has been questioned. One is that they 
may be prevented from falling to the necessary levels because of 
extreme elasticity in the demand for cash to hoard for speculative 
purposes. The second is that the great waves of pessimism and un¬ 
certainty that tend to prevail during major depressions may make 
the demand for emergency (precautionary) hoards well-nigh in¬ 
satiable, causing the liquidity preference schedules to shift upward 
enough to keep interest rates from falling, regardless of the elas¬ 
ticity of these schedules. 

Even granting, for the sake of argument, that the interest rate 
See pp. 160-178 in Chapter 4. 
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structure could be reduced to a significant extent, tliere Eire various 
reasons for doubting the ability of low interest rates alone to stimu¬ 
late investment. For one thing, the same pessimism and uncer¬ 
tainty that cause the strong demand for precautionary cash hoards 
may also push the marginal efficiency of capital schedule to too 
low a level to be afiected by positive rates of interest, and in a 
system where the hoarding of cash is costless, interest rates cannot 
l^e made negative. 

Put somewhat differently, we may say that in a world of un¬ 
certainty, the risk component of the discount rate will, in periods 
of depression particularly, swamp the interest rate component, 
rendering reductions in (long-term) interest rates of negligible im¬ 
portance in the capitalization process. Furthermore, numerous fac¬ 
tors have been suggested wliich serve to shorten planning (dis¬ 
count) periods, thereby also rendering changes in interest rates 
negligible in importance, for only distant future revenues are veiy 
sensitive to changes in (long-term) interest rates. A large number 
of empirical studies have been made, all of which point to the lack 
of importance of interest rates in the making of investment de¬ 
cisions. 

Others have argued that increases in liquidity do not have to 
work through the medium of interest rates to influence investment 
decisions. By building up the volume of liquid cash reserves for 
hoarding purposes and by increasing the real value of these and 
other liquid assets (government bonds, in particular) through the 
fall in the general level of prices, it is asserted that investment will 
be stimulated directly. In reply, we have urged that the afore¬ 
mentioned pessimism and uncertainty which prevails during depres¬ 
sions is likely to keep such upward shifts in the investment schedule 
within very narrow limits, most of the increased liquidity being used 
to satisfy the precautionary and speculative hoarding propensities. 

Utilizing what we have called the “Pigou effect,” there are those 
who have argued that the increase in general liquidity brought 
about by the release of cash from active balances to idle hoards and 
the rise in the real value of liquid assets in general, all as a result 
of the fall in wages and prices, will tend to raise the propensity to 
consume to the level required for a full employment level of 
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national income. Although admitting that this effect may take 
place, we have indicated reasons for doubting that it will be sub¬ 
stantial enough to give the results suggested. One of these reasons 
consists of the redistributive effects that will tend to follow the cut 
in wage rates. Lower wage rates will tend to cause a redistribu¬ 
tion of the national income from the higher (marginal) spending, 
wage income groups to the lower spending nonwage groups. 
Moreover, the existence of varying degrees of monopoly through¬ 
out the economy makes very questionable the extent to which 
many prices will fall. In addition, the same type of pessimism that 
grips business firms during depressions will also dominate the 
thinking of households. The uncertainty of employment and future 
incomes will bring great pressure on households to build up their 
cash balances. Of course, to many whose consumption has been 
curtailed by partial or total unemployment and reduced incomes, 
lower prices are a bonanza, enabling them to restore at least part of 
their predepression consumption standards. Thus we may expect 
some positive effect on the consumption function, but it is likely to 
necessitate large and continuous wage cuts to raise it even near the 
level required for a full employment income. While there may be 
a level of wages and prices low enough to raise the consumption 
function to full employment heights, the level is apt to be so low as 
to invite political and social upheaval long before it is reached. 

Nor is the situation altered if we take the “cost approach” de¬ 
sired by some. Wage cuts will reduce costs and, assuming that 
prices fall, at least, less than proportionately, profit margins will 
tend to expand, other things remaining unchanged. But other 
things will not remain unchanged. For general wage cuts not only 
reduce costs, they reduce wage incomes, with the result that con¬ 
sumer demand is also reduced. The problem then becomes one of 
determining the relative rates of response of the consumption and 
investment functions. If investment responds quickly, then aggre¬ 
gate income and demand may be maintained (assuming the elas¬ 
ticity of demand for labor to be at least unity, an assumption itself 
which is open to possible question). But if investment lags in its 
response, the income stream will be broken again, and income and 
consumption will fall, with a net damping effect on (induced) 
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investment. On the whole, there is reason to doubt a quick and 
sharp response in investment because of lower (wage) costs. With 
demand at relatively low levels, businessmen are not disposed to 
increase production and investment, even in the face of lower costs; 
there is little point in expanding investment if you are convinced 
that it will be to no avail as far as sales are concerned. This fact is 
accentuated by the large amount of excess capacity that invari¬ 
ably prevails during major depressions. In the face of the wide¬ 
spread pessimism and uncertainty which characterizes such periods, 
we are more legitimate in supposing that businessmen are likely 
to use much of the additional net revenue that followed a re¬ 
duction in costs to pay off outstanding debt or build up their cash 
positions. 

Moreover, it must be remembered that if investment in heavy 
projects is to be stimulated by lower wage costs, the latter have to 
operate on net revenue streams far into the distant future. But the 
risk factor, which dominates virtually all thinking during depres¬ 
sions, not only tends to rule out long-range planning, but will tend 
to swamp the effects ot lower wage costs on future net revenue 
streams in the capitalization process. 

Finally, there is the troublesome matter of expectations, from 
which we most certainly cannot abstract in business-cycle analysis. 
If marginal efficiency of capital schedules are both interest and 
liquidity inelastic, and/or liquidity preference schedules are very 
elastic, and/or consumption is also liquidity inelastic, then the resort 
to wage and price reductions to stimulate investment or consump¬ 
tion is apt to give rise to adverse expectations. The reason is that 
if such an approach is known to be the established policy, and a 
given wage and price reduction has only small effects, expectations 
of further wage and price cuts will be widespread. The net effect 
will then be a fall in investment, consumption, and employment- 
all in anticipation of further cuts in wages and prices. In addition, 
the uncertainty factor is likely to be increased in importance by a 
policy which causes frequent price changes, that is, changes from 
levels to which businessmen have grown accustomed. Such 
changes make cost and price calculations more difficult, adding to 
the uncertainty that surrounds all attempts to plan. 
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Wage Increases in Depressions 

In recent years, proposals have come forth, largely from trade 
union sources, for raising wages during depressions, as a means of 
stimulating the economy out of the doldrums. Analytically, the 
reasoning on which these proposals are based is akin to that de¬ 
veloped in opposition to general wage reductions. Thus it is held 
that general wage increases will eflect a redistribution of income 
in fa\ ()r of wage groups, causing the propensity to consume to rise. 

The reasons for doubting the efficacy of such a policy are much 
the same for opposing a policy of wage reductions. In addition to 
raising consumer demand, wage increases will raise costs. They 
will also tend to eat into cash balances and other forms of liquid 
assets of business units. As a result, there is a strong likelihood of an 
offsetting drop in investment by business. At the same time, there 
is no guarantee that higher wages will not result in a large increase 
in precautionary cash balances of workers during uncertain depres¬ 
sion periods, with the result that the propensity to consume will 
rise much less than expected 

In short, there is no more reason to expect net expansionary 
eflFects from wage increases during depressions, than there is from 
wage reductions. Some sort of a case might be made out, however, 
for a policy of wage increases accompanied by a program of mone¬ 
tary expansion, to offset some of the damping effects on investment 
and provide further impetus to consumption. On the other hand, 
the same policy may be recommended for wage reductions. An 
accompanying expansion of the money supply in this case could be 
looked for to offset some of the damping effects on consumption 
and provide an additional boost both to the consumption function 
and investment. In view of the wholesale uncertainty characteriz¬ 
ing wage changes in either direction, a policy of wage rigidity has 
much to commend it. 

At the risk of wearisome repetition, we should like to point out 
once again that the major effects sought from wage and price 
changes are to be found in monetary and fiscal policy. To the ex¬ 
tent that it is thought desirable to build up the liquidity of the 
economy, to stimulate either investment or the propensity to con- 
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sume through lower interest rates or through increasod liquidity, 
monetary policy is decidedly the instrument to be recommended. 
It will accomplish at least the immediate objectives of increased 
liquidity without inviting the political and social unrest that inheres 
in a policy of wage reductions. If it is desired to increase consump¬ 
tion through an increase in wage incomes, a program of fiscal policy 
embodying government spending and the like has much more to 
recommend it than one of wage increases, for it is much less likely 
to act as a damper on investment at the same time. 

There is some basis in experience for objecting to a program 
of wage cuts during depressions. In so far as their objective is 
stimulation through increased liquidity, the futilitj^ of monetar) 
policy during the depression of the thirties speaks out in testimony 
of the feeble results of this approach. Moreover, in Sweden during 
the Great Depression a policy was followed of maintaining wage 
rates. In sharp contrast, the United States pursued a policy of 
drastic wage reductions after the depression had got under way. 
Yet Sweden made a rather rapid recovery from its slump, while 
the United States continued depressed during the major portions of 
tlie decade. Of course, such evidence is very inconclusive, because 
of the vast amount of other variables that have been left unex¬ 
plained, but it is suggestive. 

Wage and Price Policy and Full Employment 

One of the great dilemmas that confront a policy of maintain¬ 
ing full, or near-full, employment in an era of strong trade unions 
and widespread monopoly elements is the problem of full employ¬ 
ment free of strong inflationary pressures. These pressures tend to 
develop in the form of wage-price spirals. Thus if the government 
undertakes to guarantee full employment, trade unions are in a 
position to demand higher wages and oligopolistic producers to 
raise prices, both without the fear of unemployment or the loss of 
markets. For if either of these effects threatens to occur and result 
in lower employment, the government must expand the money 
supply to forestall this development. 

The possibility of economic instabill^ emanating from wage- 
price spirals is no less a threat to the itiMfity of our political and 
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social institutions than the threat of prolonged and widespread un- 
ttOOployinent. A spiral of inflation threatens to wipe out all fixed 
llieoine groups, who cannot be expected to view such developments 
with indillerence. The alternative of price controls is not par¬ 
ticularly feasible, either, at least within the framework of a free 
enterprise, peacetime economy. The problem of black markets, 
the problem of ascertaining appropriate profit margins, and the pos¬ 
sibility of crippling business confidence and enterprise spirit, all 
pose virtually insuperable obstacles in a setting of capitalistic in¬ 
stitutions. Attempts to solve the problem by compiil.sorv arbitra¬ 
tion do not ofl[er much hope on the American labor scene, either. 
Neither are efFt)rts to regulate labor unions outright or break them 
altogether likely to be successful within the framework of a free 
democracy. The problem, to say the least, is very formidable. 

In the end, the solution to it within a framework of capitalism 
and democracy probably lies in education. It is important to im¬ 
press upon labor leaders and the rank and file, in those areas where 
unions have long been organized, the importance of confining de¬ 
mands for high wages to rates that correspond to the annual in¬ 
creases ill productivity.'^" That such an approach to the wage-price 
problc‘in is not beyond successful achievement may be seen in 
the wage contract of 1950 in the automobile industry between the 
United Automobile Workers and the General Motors Corporation. 
Furthermore, the evidence is strong that once unions become firmly 
established, they lose much of their original militancy and, there¬ 
fore, may become amenable to suggestions like the one just 
offered.^'* Once the strong unions are persuaded of the propriety 

S(i that all ^roupb iiiiglit benefit fnim ad\ antes in productivity, a policy 
of reliance on price reductions in re.spfmse to technological advances would be 
preferable. In view of the wide.sprcad monopolistic elements that prevail in 
our ecc)noniy, such price reductions do not appear to be feasible. The profit 
inflation of the twenties in the face of falling costs and constant prices oft'ers 
some testimony in support of this belief. 

The problem of wage-price spirals, which has concerned writers far and 
wide, makes the present writer wonder whether wage flexibility is truly desired 
by some of its most ardent exponents. Many of these same people decry most 
loudly the inflation-pressures created by demands for higher wages in times of 
full employment. Yet it mu 4 ^ be remembered that a true policy of wage 
flexibility implies not only cuts in depressions but wage increases in 

periods of prosperity and Ml in^feyment. One cannot help getting the im- 
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of such policy, the problem of keeping oligopolistic producers from 
unduly raising prices should be easier. Failure of the latter to co¬ 
operate in a desirable manner would undoubtedly foment very un¬ 
stable labor relations, something all producers (including the large 
ones) fear. Prolonged strikes pose a dire threat to profit positions. 
With newer and younger labor and business leaders, educated to 
the magnitude of the wage-price problem, coming on to the scene, 
this type of thinking may not be overly optimistic. For the sake of 
our democratic institutions, let us hope so. 
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pression that many of the exponents of wage flexibility are merely interested in 
flexibility downwards, u policy that means virtually breaking the unions. 
Needless to say, such a policy is not desirable, in the opinion of the present 
writer, and even less possible of achievement without giving up our democratic 
institutions. 
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